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Court of Appeals of the District Columl^ 


No. 4927. 

I 

Davidson Grocery Company, Appellant, 

vs. I 

i 

Commissioner of Internal Revenue. 


1 Docket No. 13730. 

I 

Davidson Grocery Co., Petitioner; 

j 

V. i 

! 

Commissioner of Internal Revenue, Respondent. 

Appearances: For Taxpayer: Geo. E. H. GSodner, Esq.; 
for Commissioner: J. E. Marshall, Esq. 

I 

Docket Entries. \ 

1926. . I 

April 19. Petition received and filed. 

‘‘ 22. Copy of petition served on Solicitor. 

“ 22. Notification of receipt mailed taxpayer. 

June 16. Answer filed by Solicitor. j 

July 30. Copy of answer served on taxpayer. Assigned 
to General Calendar. 

1927. I 

Dec. 12. Hearing date set 3/8/28. | 

1928 . 1 ..-- ■ 

Jan. 30. Application for order to take deposition of R. M. 

Davidson et al. filed by taxpayerL 
Feb. 3. Motion to dismiss filed by G. C. j 

“ 3. Objections to order to take depositions filed by 

G. C. I 

“ 6. Copy of motion served on taxpayer. Assigned 

2/27/28. j 

l-4927a I 


I 
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Feb. 8. Consent to respondent’s motion to dismiss part 
of appeal relating to 1921 and 1922 filed by 
taxpayer. 

9. Order proceeding insofar as it relates to 1921 
and 1922 be dismissed and 1920 remain on 
calendar of 3/8/28 for hearing entered. 

‘‘ 8. Order to take depositions of E. M. Davidson et 

al. entered. 

25. Depositions of E. M. Davidson et al. filed. Copies 
served by notary. 

Mar. 8. Hearing had before Mr. Smith. Submitted. 
Briefs due 30 days from date. 

20. Transcript of hearing of 3/8/28 filed. 

April 6. Brief and proposed findings of fact filed by tax¬ 
payer. 

May 28. Findings of fact and opinion rendered. Mr. 

Smith. Judgment will be entered for the re¬ 
spondent. 

“ 81. Order of redetermination entered. 

Nov. 30. Petition for review to Court of Appeals of D. C. 

with assignments of error filed by taxpayer. 

“ 30. Proof of service filed. 

Dec. 13. Stipulation of venue filed. 

1929. 

Jan. 29. Motion to enlarge time for transmission of rec¬ 
ord to Feb. 28, 1929 filed by taxpayer. 

2 

Jan. 29. Statement of evidence lodged. 

“ 29. Proof of service of statement for hearing 

2/12/29 filed. 

“ 30. Amended petition for review filed by taxpayer. 

‘‘ .30. Notice of service of amended petition filed by 

taxpayer. 

“ 29. Order enlarging time to 2/28/29 for preparation 

of evidence and delivery of record papers, en¬ 
tered. 

Feb. 12. Statement of evidence approved and ordered 
filed. 

‘‘ 12. Hearing had before Mr. Smith on Settlement 

statement of evidence. Agreed statement filed. 

“ 16. Designation of record, with proof of service 

(2/15/29) thereon filed by taxpayer. 
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i 

Now, February, 23, 1929, the foregoing Docket Entries 
certified from the record as a true copy. I 

[Seal U. S. Board of Tax Appeals, 1924.J 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

I 

3 Filed Apr. 19,1926, U. S. Board of Tax Appeals. 

United States Board of Tax Appeals. 

Docket #13730. I 

Davidson Grocery Company, Petitioner, 

vs. I 

Commissioner of Internal Revenue, Respondent. 

' Petition. 

The above named petitioner hereby appeals from the de¬ 
termination of the Commissioner of Internal Revenue, set 
forth in his deficiency letter (Bureau Symbols IT:E:SM- 
60D-ECW-C-27008) dated February 13, 1926, and as the 
basis of its appeal sets forth the following: I 

1. Petitioner is an Idaho corporation with principal place 
of business at Boise, Idaho. 

2. The deficiency letter, a copy of which is attached hereto 

as Exhibit ‘‘A”, was mailed to petitioner on February 13, 
1926. * 

3. The taxes in controversy are income and profits taxes 
for the calendar years 1920, 1921, and 1922, and are less 
than $10,000.00, to-wit: 

1920 deficiency claimed by Commissioner. . [.$6,063.03 

1921 overassessment admitted by 

Commissioner .$1,8^5.95 

1922 overassessment admitted by 

Commissioner. 244.72 

-^- 2,110.67 

Net deficiency claimed by Commissioner... |.$3,952.36 

1920 deficiency admitted by petitioner. . 1,748.03 

1921 overassessment claimed 2162.13 

1922 admitted 2^.72 

-^- 2,406.85 

i _ 

Net overassessment claimed by petitioner.. $658.82 

1 

Amount in dispute.|.$4,611.18 

2—4927 a 
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4. The determination of tax contained in the said de¬ 

ficiency letter is based upon the following errors: 

4 (a) In computing taxable net income for 1920 the 

Commissioner has disallowed a deduction for bad 
debts of $12,085.51, which petitioner sustained and claimed 
in its return. 

(h) In computing taxable net income for 1921, the Com¬ 
missioner has disallowed a deduction for repairs of 
$1,305.61, which petitioner incurred during the year and 
claimed in its return. 

(c) In computing invested capital for both 1920 and 1921, 
the Commissioner has reduced the correct amounts for 1920 
by $15,249.21 and the correct amount for 1921 by $11,515.84, 
which reductions represent the taxes for the preceding year 
as determined by him, prorated in accordance with Treas¬ 
ury Kegulations from the respective due dates thereof. 

5. The facts upon which petitioner relies as the basis of 
this appeal are as follows: 

(a) Petitioner is an Idaho corporation and during the 
years in controversy was engaged in the wholesale grocery 
business, which has been the business of petitioner ever 
since its organization in 1903. 

(h) Petitioner sold merchandise to the retail trade on 
open account. During 1920 accounts to the amount of 
$12,085.51 became worthless and were charged off'petition¬ 
er’s books a^ bad debts. This amount was deducted from 
income in petitioner’s tax return for 1920 and the disallow¬ 
ance of this deduction by the Commissioner gives rise to 
the error noted in paragraph 4 (a) above. 

(c) In 1921 petitioner enlarged its warehouse and at the 
same time removed part of the old building and repaired 
the balance of it. The total cost of this work was approx¬ 
imately $13,000.00, of which $1305.61 was estimated to be 
the cost of repairs and part of old building demolished and 
the balance ks cost of new construction, and these amounts 
were entered as such on petitioner’s books at the time. In 
rendering its income tax return for 1921, petitioner de¬ 
ducted from income the $1,305.61 for repairs and the disal¬ 
lowance of this deduction by the Commissioner gives rise to 
the error noted in paragraph 4(6) above. 

(d) The Commissioner had reduced petitioner’s invested 
capital for 1920 in the amount of $15,249.21 and for 1921 
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in the amount of $11,515.84, which amounts rej^resent the 
taxes for the years preceding as determined by t^e Commis¬ 
sioner, prorated from the respective due dates of| such taxes 
in accordance with Treasury Regulations. Petitioner con¬ 
tends that there is no authority in the Revenue Acts of 1918 
and 1921 for thus reducing invested capital and that 
5 the retrospective provision of the Revehue Act of 
1926 with respect thereto is null and voidl Further¬ 
more petitioner contends that since the correct liax liability 
for the two prior years has not been finally determined, the 
Commissioner is without authority to reduce injv'ested cap¬ 
ital by any amount until such taxes are finally ^determined 
and then only by the correct amount prorated, if| it is finally 
held that such a reduction is proper. The reduction of peti¬ 
tioner’s invested capital as stated in this paragraph gives 
rise to the error noted in paragraph 4 (c) above. 

6. Wherefore, petitioner respectfully pray^ that this 
Board may grant relief from the determination pf the Com¬ 
missioner and so hold as follows: | 

(a) That petitioner is entitled to deduct $1^,085.51 for 
bad debts in computing taxable net income for |1920. 

(b) That petitioner is entitled to deduct $1,305.61 for 
repairs in computing taxable net income for 1921. 

(c) That petitioner’s invested capital for 19^0 and 1921 
should not be reduced by taxes for the prior years, or 

(d) If this holding cannot be made, then that the invested 

capital should be reduced only by the correct;tax for the 
prior year after it has been finally determined, prorated 
from the due date thereof. | 

(e) That the tax liability for 1920 and 192i be re-com¬ 

puted on the basis herein outlined and that tl^e deficiency 
for 1920 be reduced by the overassessments fpr 1921 and 
1922 and that the excess of the overassessnients be re¬ 
funded to petitioner. j 

(/) And for such further relief as to the Board may seem 
equitable and proper. I 

GEO. E. H. GOODNER, 
Counsel for Petitioner. 

Address: Munsey Building, Washington, D.jc. 

Of Counsel: i 

N. EUGENE BRASIE, | 

Boise, Idaho. | 


I 
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6 Verification. 

State of Idaho, 

County of Ada, ss: 

R. M. Davidson, being duly sworn, says that he is the 
President of the Davidson Grocery Company, above named, 
and as such is duly authorized to verify the foregoing peti¬ 
tion; that he has read the said petition, or had the same 
read to him, and is familiar; with the statements therein 
contained, and that the facts therein stated are true, except 
those facts as are stated to be upon information and belief, 
and such facts he believes to be true. 

(Signed) R. M. DAVIDSON. 

Sworn to before me this 13th of April, 1926. 

(Signed) M. L. GARNETT, 

[seal.] Notary Public. 

Residing at Boise, Idaho. 

My commission expires July 17, 1926. 

7 Exhibit ‘‘A.’’ 

Treasury Department, Washington. 

Office of Commissioner of Internal Revenue. 

IT:E:SM-60D. ECW-6-27008. 

Davidson Grocery Company, Feb. 13, 1926. 

13th and Front Streets, 

Boise, Idaho. 

SiES: 

An audit of your income and profits tax returns for the 
years ended 1920,1921 and 1922 has resulted in the determi¬ 
nation of a deficiency in tax of $6,063.03 for the year ended 
1920, and an overassessment for the years ended 1921 and 
1922 of $1,865.95 and $244.72 respectively, as shown in the 
attached statement. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1924, you are allowed 60 days from the 
date of mailing of this letter within which to file an appeal 
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contesting in whole or in part the correctness!of this deter¬ 
mination. Any such appeal must be addressed,' to the United 
States Board of Tax Appeals, Washington, Di C., and must 
be mailed in time to reach that Board within the 60-day 
period. ! 

Where a taxpayer has been given an opportunity to ap¬ 
peal to the Board of Tax Appeals and has not done so 
within the 60 days prescribed and an assessment has been 
made, or where a taxpayer has appealed and kn assessment 
in accordance with the final decision on such appeal has 
been made, no claim in abatement in respect of any part of 
the deficiency will be entertained. 

If you acquiesce in this determination and do not desire 
to file an appeal, you are requested to sigp the inclosed 
agreement consenting to the assessment of | the deficiency 
and forward it to the Commissioner of Internal Revenue, 
Washington, D. C., for the attention of IT :E :SM-ECW-C- 
27008. In the event that you acquiesce in i a part of the 
determination, the agreement should be executed with 

respect to the items agreed to. ! 

Respectfully, i 

D. H. BLAIR, 
Commissioner. 

By-p, 

Assistant to the Commissioner, 
Inclosures: Statements, Agreement — Fcirm A. 

8 Statement, ! 

j 

I 

In re Davidson Grocery Company, 13thland Front 

Streets, Boise, Idaho. 


Additional 

Years. tax. | Overassessment. 

1920 . $6,063.03 . 

1921 .j. . $1,865.95 

1922 .1.. 244.72 


Further explanation of the adjustments is shown in 
Bureau letter dated December 24, 1925. 

The right of appeal to the United States Board of Tax 
Appeals as indicated on Page One of this letter refers only 

3 ' 4 927 a 
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to any deficiency in tax indicated fierein, inasmuch as there 
is no provision in the Revenue Act of 1924 granting the 
right of appeal against the determination of any over¬ 
assessment found upon an audit of your returns. 

A copy of' this communication has been furnished 
your representative, Mr. George E. H. Goodner. Washing¬ 
ton, D. C. 

EGF-6. 

Now, February 23, 1929, the foregoing Petition certified 
from the record as a true copy. 

[Seal TJ. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk TJ. S. Board of Tax Appeals. 

9 Filed Jun. 16, 1926, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 13730. 

Davidson Grocery Company, 13th and Front Streets, 

Boise, Idaho, Petitioner, 


v. 

Commissioner of Internai^ Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue by his attorney, 
A. W. Gregg, General Counsel, Bureau of Internal Reve¬ 
nue, for answer to the petition of the above-named peti¬ 
tioner, admits, denies and alleges as follows: 

(1) Admits the allegations of paragraph 1. 

(2) Admits the allegations of paragraph 2. 

(3) Admits that the taxes in controversy are for the 
calendar years 1920 and 1921 and that the deficiency letter 
sets forth a deficiency for 1920 in the amount of $6,063.03 
and an overassessment for 1921 in the amount of $1,865.95, 
but denies that any tax for the year 1922 is in controversy 
in this appeal. 


i 

i 

j 

DAVIDSON GKOCERY CO. VS. COMMR. OF INT.^ BEV. 9 

! 

i 

(4) Denies the allegations of error contain^ in para¬ 
graph 4. I 

(5) Denies the allegations of fact contained in para¬ 
graph 5. I 

(6) Denies, generally and specifically, each and every 
allegation contained in the petition not hereinbefore admit¬ 
ted, qualified or denied. 

^^erefore it is prayed that the appeal of the petitioner 
be denied. 

A. W. GRPGG, 

General Counsel, Bureau of Internal Revenue, 

Of Counsel: I 

ELLIS W. MANNING, j 

Special Attorney, Bureau of Internal Revenue, 

j 

Now, February 23, 1929, the foregoing Answer certified 
from the record as a true copy. | 

[Seal TJ. S. Board of Tax Appeals, 1924.] | 

B. D. GAMBLE, 

Clerk TJ. S, Board of Tap Appeals, 

10 A true copy. Teste: I 

B. D. GAMBLE, | 

Clerk U, S. Board of Tax Appeals, \ 

United States Board of Tax AppealjS. 

» 

Docket No. 13730. | 

’ I 

j 

Davidson Grocery Co., Petitioner,' 

V. ! 

Commissioner of Internal Eevenue, Eespondent. 

Promulgated May 28,1928. I 

In 1920 the petitioner determined that a portion of certain 
accounts receivable would never be collected aijid according¬ 
ly charged off to profit and loss the portions! which it de¬ 
termined would not be collected. Held, that | the amounts 
charged off are not deductible from gross income. 
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George E. H. Goodner, Esq., for the petitioner. 

J. E. Marshall, Esq., for the respondent. 

This proceeding is for the redetermination of a deficiency 
in income and profits tax for 1920 in the amount of $6,063.03. 
The petitioner assigns two errors in the determination of 
the deficiency-—(1) the disallowance of bad debts in the 
amount of $12,085.51; and (2) the reduction of invested 
capital by the tax for the prior year prorated from the 
respective dates of payment as provided in Treasury De¬ 
partment regulations. 

Findings of Fact. 


Petitioner is an Idaho corporation organized in 1902, with 
principal office at Boise. Ever since organization it has 
been engaged in the wholesale grocery business. 

11 During the year 1920 and prior thereto the peti¬ 
tioner sold merchandise on open account to customers 
whose names are given below and at the close of 1920 these 
customers owed the amounts set opposite their names: 


W. C. Martin. 

Silver Creek Mercantile Co 

E. M. Small. 

J. T. Foster. 

Byrne Brothers. 

D. H. Clare & Son. 


$7,477.45 

4,953.88 

8,068.50 

2,584.08 

7,048.15 

1,635.00 


The first customer named above took bankruptcy in 1920 
and ail the others made assignments to the Boise Associa¬ 
tion of Credit Men for the benefit of their creditors. 

W. C. Martin was adjudged a bankrupt on November 1, 
1920, and the first meeting of creditors was held on Novem¬ 
ber 18, 19201 On final settlement in 1921 or subsequent 
years his creditors were paid a little over 48 per cent of 
their claims, the petitioner’s claim, which was proven, being 
$7,423.58. After learning the amount of Martin’s assets 
and the claims which had been proven against him the 
president of the petitioner determined that at least $3,000 
of its claim would never be paid and authorized the book¬ 
keeper to charge off this amount to profit and loss on Decem¬ 
ber 31, 1920. The ultimate loss was greater than the 
amount charged off. 
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REV. 


The Silver Creek Mercantile Co. made an assignment for 
the benefit of its creditors on November 27, 1920. Peti¬ 
tioner’s claim was $4,953.05 of which it ultimately recovered 
$2,211.52. After examining the assets and liabilities of 
this customer the president of the petitioner auljhorized the 
bookkeeper to charge otf at the end of 1920 $2,500 as a de¬ 
termined loss, no part of w’hich has ever been re¬ 
covered. 

12 E. M. Small made an assignment for the benefit of 
his creditors on November 17, 1920. Petitioner’s 

claim was $8,068.50 and up to the present time petitioner has 
received less than $6,000. After ascertaining the assets 
and the liabilities of Small, petitioner, on December 31, 
1920, charged olf $1,000 of this account as beiiig uncollect¬ 
ible. 

In the same manner the petitioner determined on or prior 
to December 31, 1920, that only a portion of the accounts 
of J. T. Foster, Byrne Brothers and D. H. Clare & Son would 
be collected and authorized the bookkeeper, to charge otf to 
profit and loss $1,000, $3,000 and $500, respectively. The 
losses actually sustained on all of these accounts proved to 
be greater than the amounts charged off ini 1920. The 
determination of the petitioner as to the aniount of the 
losses which would be sustained upon all of these accounts 
was made by the president of the petitioner! corporation 
upon the basis of the assets and liabilities o^ the several 
debtors. I 

The Boise Association of Credit Men charges 10 per cent 
on all collections of claims handled by it so that the creditor 
never receives more than 90 per cent of hisj claim when 
handled through the Association and this whs known by 
the petitioner in 1920. . | 

The notice of deficiency upon which this pjroceeding is 
based shows that the deficiency for 1920 w^s computed 
as follows: i 

13 Net income as shown by revenue agent’s report daited 

May 19, 1924.j... $129,778.49 

Invested capital as shown by revenue agent’s report.. 626,933.38 

Add: 1919 tax as shown in revenue agent’s report, i 

$41,398.21 prorated. $17,4451.21 

Less: 1919 tax as shown in Bureau letter dated 

. Feb. 11, 1925, $36,187.03 prorated. 15,249.21 

-^— 2,196.00 


Invested capital corrected.|... $629,129.38 
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8% of invested capital. $50,330.35 

Exemption .r.. 3,000.00 

Excess Profits credited. $53,330.35 


Excess Profits Tax. 


Per cent 


of capital. 

Income. 

Credit. 

Taxable. 

Rate. 

Tax. 

20%. 

. 

$125,825.88 

3,952.61 

$53,330.35 

$72,495.53 

3,952.61 

o o 

$14,499.11 

1,581.04 



Totals... 

$129,778.49 

$53,330.35 

$76,448.14 

• # • • 

$16,080.15 


Income Tax. 

Net income. $129,778.49 

Less: 

Excess Profits Tax. $16,080.15 

Exemption. 2,000.00 

- 18,080.15 


Balance taxable at 10%. $111,698.34 

Income tax at 10%. 11,169.83 

Total tax assessable. $27,249.98 

Tax previously assessed: Original tax. Form 1120, Account 
Jf40349 . 21,186.95 


Deficiency in tax 


$6,063.03 


14 Opinion. 

Smith : The first assignment of error is that the respon¬ 
dent has erroneously disallowed the deduction from gross 
income of 1920 of $12,085.51, debts ascertained to be worth¬ 
less and charged off during the year. The statement of 
facts contained in the petition upon this point is as follows: 

5. The facts upon which petition relies as the basis of 
this appeal are as follows: 

• •••••• 

(&) Petitioner sold merchandise to the retail trade on 
open account. During 1920 accounts to the amount of $12,- 
085.51 became worthless and where charged off petitioner’s 
books as bad debts. This amount was deducted from income 
in petitioner’s tax return for 1920 and the disallowance of 
this deduction by the Commissioner gives rise to the error 
noted in paragraph 4 (a) above. 
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I 

The answer filed by the respondent ^^deniesi the allega¬ 
tions of fact contained in paragraph 5.’’ Whether the peti¬ 
tioner deducted from gross income in its return for 1920 
any amount for bad debts and whether any lamount de¬ 
ducted was disallowed by the respondent in the computa¬ 
tion of deficiency is not in evidence. Depositiobs admitted 
in evidence show that the petitioner charged'tb profit and 
loss in 1920 a total of $11,000 representing certain portions 
of accounts receivable by it at the close of 1920.1 The record 
does not show whether these amounts were claimed as a de¬ 
duction from gross income in the tax return as .debts ascer¬ 
tained to be worthless. Upon the assumption, however, 
that the $11,000 in question was claimed as a, deduction 
from gross income in the tax return, we are of the opinion 
that the amount is not a legal deduction from gross income. 
If the amount is a deduction from gross income it must be 
by virtue of section 234 (a) of the Revenue Act of 1918, 
which provides that in arriving at taxable income there 
may be deducted from gross income: | 

15 (4) Losses sustained during the taxable year and 

not compensated for by insurance or o|fcherwise; 

(5) Debts ascertained to be worthless and! charged off 
within the taxable year. I 

In Emil Stern and Jules Stern, 5 B. T. A. 89, we stated: 

The Revenue Act of 1918 provides for the!deduction of 
both debts ascertained to be worthless and losses sustained. 
If a debt becomes worthless, it would seem that a loss has 
been sustained. Debts, however, are deductible in the year 
in which they are ascertained to be worthless! and charged 
off, which may be other than the year in which they in fact 
became worthless. Since it can not be assumed that a 
double deduction was intended, it would appear that, if a 
debt became worthless in one year, but was npt ascertained 
by the taxpayer to be worthless until the following year, de¬ 
ductions could not be taken for a loss in the first year and 
for a bad debt in the second. Furthermore, a loss may be 
sustained upon account of an indebtedness without any as¬ 
certainment of worthlessness, as, for example, the embez¬ 
zlement of negotiable securities. In that case,|a loss may be 
sustained in the year of the embezzlement, although there 
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has been no ascertainment that the debt itself it worthless. 

It becomes necessary, therefore, in every case to dis¬ 
tinguish between a loss sustained and a debt ascertained to 
be worthless. * * * 

The two classes of losses are separate and distinct and it 
is necessary in each instance to determine whether the de¬ 
duction must meet the requirements of the “loss” provi¬ 
sion or the “bad debt” provision. Cf. First National Bank 
of St. Paul, 10 B. T. A. 32, and Electric Reduction Co., v. 
Lewellyn, 4B S. Ct. 62. 

We are of the opinion that the amounts owed to the peti¬ 
tioner on open account by W. C. Martin and five other 
debtors referred to in the findings of fact constitute debts 
and that if the petitioner is entitled to any deduction from 
gross income in respect of these accounts for the year 1920 
the deduction must be taken under subdivision (5) above 
referred to as “debts ascertained to be worthless and 
charged off within the taxable year.” The statute does not 
provide for the deduction of a part of a debt. A part 
16 of a debt may not be charged off as worthless and a 
part retained on books as having value. Steele Cot¬ 
ton Mill Co., 1 B. T. A. 299; The Murchison National Bank, 
1 B. T. A. 617. The petitioner did not ascertain in 1920 
that the debts owed to it by these debtors were entirely 
worthless. The Revenue Act of 1921 provided for the re¬ 
duction of a portion of a debt ascertained to be worthless. 
There is no such provision in the 1918 law under which the 
petitioner’s return for 1920 was made. Upon the record 
the respondent is sustained upon this point. 

The second assignment of error made by the petitioner 
is that the respondent reduced its invested capital in ac¬ 
cordance with the Treasury Department regulations by the 
tax for the prior year prorated from the respective dates 
of payment. It is contended that this is contrary to the 
decision of the Board in Guarantee Construction Co., 2 
B. T. A. 1145, even though in accordance with section 1207 
of the Revenue Act of 1926. It is further contended that in 
so far as section 1207 of the Revenue Act of 1926 purports 
to interpret a' prior law it is unconstitutional. It is ap¬ 
parent, however, that section 1207 of the Revenue Act of 
1926 does not purport to interpret a prior law but enacts 
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\ 

new legislation determining the manner in w^ich invested 
capital shall be computed under the Eevenue |Acts of 1917, 
1918 and 1921. We see no merit to the clainji of the peti¬ 
tioner upon this point. I 

Judgment ivill be entered for the respondenti 

Now, February 23, 1929, the foregoing Findings of Fact 
& Opinion certified from the record as a true dopy. 

[Seal U. S. Board of Tax Appeals, 19241] 

B. D. GAMBLE, 

Clerk U, S, Board of Tdx Appeals, 

\ 

17 United States Board of Tax Appeals, | Washington. 

Docket No. 13730. | 

I 

Davidson Grocery Company, Petitiojier, 

i 

VS. I 

Commissioner of Internal Revenue, Respondent. 

I 

Order of Redetermination. 

Pursuant to the Board’s findings of fact land opinion, 
promulgated May 28,1928, it is j 

Ordered and decided: That, upon redetermination, there 
is a deficiency for the year 1920 in the amount of $6,063.03. 
Enter: 

(Signed) CHARLES P. SMITH, 

Member United States Board of Tax Appeals. 

Dated Washington, D. C.,-,-. 

Entered May 31,1928. | 

Now, February 23, 1929, the foregoing Order of Rede¬ 
termination certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.]! 

B. D. GAMBLE, 

Clerk U. S. Board of Tqx Appeals. 
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18 Filed Dec. 13, 1928, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 13730. 

Davidson Grocery Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Stipulation as to Court of Revieiv, 

It is hereby agreed and stipulated by and between coun¬ 
sel for the respective parties that review of the Board’s 
decision and order in the above designated proceeding may 
be had before the Court of Appeals of the District of Colum¬ 
bia in accordance with the statutes made and provided and 
regulations issued pursuant thereto. 

GEO. E. H. GOODNER. 

Counsel for Petitioner. 

C. M. CHAREST, 

' Counsel for Respondent. 

Now, February 23, 1929, the foregoing Stipulation of 
Venue certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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19 Filed Nov. 30, 1928, United States Bo^d of 

Tax Appeals. 

In the Court of Appeals of the District of Columbia. 

i 

No. —,-. Term,-. I 

i 

Davidson Grocery Company, Appellant, 

i 

vs. I 


Commissioner of Internal Eevenue, Appellee. 
(Board of Tax Appeals Docket No. 1^730.) 

i 

Petition for Review of Decision of the United States Board 

of Tax Appeals. \ 

To the Honorable the Chief Justice and the Judges of the 
Court of Appeals of the District of Columbip,: 

Appellant respectfully represents to the Coiirt: 


I. Jurisdiction. i 

1. That the Davidson Grocery Company, the above desig¬ 

nated appellant, is a corporation duly organised and exist¬ 
ing under the laws of the State of Idaho, and that it has, 
ever since its organization, been engaged in the wholesale 
grocery business. I 

2. That appellee is the duly appointed andi acting Com¬ 
missioner of Internal Revenue of the United States. 

3. That heretofore appellant, pursuant to law, appealed 
to the United States Board of Tax Appeals from the action 
of the appellee with respect to its tax liability I for the years 
1920,1921, and 1922, and that proceeding before the Board 
was docketed at No. 13730. 

4. That subsequently the said Board dismissed said pro¬ 
ceeding as to the years 1921 and 1922 because of lack of 
jurisdiction. 

5. That appellant desires a review of thei Board’s de¬ 
cision in said proceeding with respect to the Jear 1920 and 

brings this action under the provisions of Sections 
20 1001, 1002, and 1003 of the Revenue Alct of 1926 as 

amended by Section 603 of the Revenue Act of 1928. 
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II. Nature of Controversy. 

1. That appellant, pursuant to law, filed an income and 
profits tax return for the year 1920 and paid the tax as¬ 
sessed thereon. 

2. That in auditing said return appellee disallowed as 
a deduction in computing net income bad debts claimed and 
deducted by appellant in the amount of $12,085.51; and that 
in computing invested capital appellee deducted therefrom 
$15,249.21, which amount represents a proportionate part 
of the tax for 1919 arrived at by taking as many 366ths of 
the total tax as there were days remaining in 1920 after the 
date of payment of said tax. 

3. That pursuant to said audit appellee notified appel¬ 
lant of a deficieUcy in tax for 1920 of $6,063.03, which said 
notice was mailed by registered mail on Februarv 13. 1926. 

. 4. That appellant in due time appealed to the United 

States Board of Tax Appeals from said deficiency notice; 
that the Board heard the appeal on March 8, 1928, and pro¬ 
mulgated its findings of fact and decision on May 28, 1928, 
wherein it found and held that the action of appellee (re¬ 
spondent below) in disallowing as a deduction from income 
bad debts in the amount of $12,085.51 and in reducing in¬ 
vested capital in the amount of $15,249.21, was proper. 

5. That pursuant to its said findings and decision, the 

Board entered its final order of Redetermination on Mav 

% 

31.1928. wherein it ordered and decided that there was a de¬ 
ficiency for 1920 in the amount of $6,063.03. 

III. Designation of Court of Review. 

That a review of the said decision and order of rede¬ 
termination of the Board of Tax Appeals in said proceed¬ 
ing (B. T. A. Docket No. 13730) is now sought in the Court 
of Appeals of the District of Columbia in accordance with 
a stipulation between the parties filed with the Board pur¬ 
suant to the provisions of Section 1002 (d) of the Revenue 
Act of 1926. 

IV. Assignments of Error. 

I 

1. That the Board of Tax Appeals erred in holding that 
said losses or bad debts in the amount of $12,085.51 were 
not ascertained to be worthless in 1920 and that they should 
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I 

I 

not be allowed as deductions in computing iricome in said 
year. [ 

21 2. That the Board of Tax Appeals erred in any 

event in disallowing at least 10% of the|total amount 
of the debts in question upon which appellant determined 
the amount that was bad, which amount appellant stood to 
loose in collection charges even if the total amount of debts 
were collected in full. I 

3. That the Board of Tax Appeals erred jin stating in 
its opinion that I 

I 

“The record does not show whether these hiiiounts were 
claimed as a deduction from gross income in the tax return 
as debts ascertained to be worthless.” 


4. That the Board of Tax Appeals erred in holding that 
the amounts in question could not be claime4 as “losses” 
as well as “bad debts.” 

5. That the Board of Tax Appeals erred ih holding that 

1920 invested capital should be reduced in aijiy amount on 
account of 1919 income taxes paid in 1920. | 

6. That the Board of Tax Appeals erred iii holding that 
Section 1207 of the Revenue Act of 1926 enaciis new legisla¬ 
tion as to the method of computing the profits tax for 1920 
and that it does not purport to interpret a priPr law. 

7. That the Board of Tax Appeals erred i^ not holding 
Section 1207 of the Revenue Act of 1926 unconstitutional, 
null, and void, or, if it is finally determined that the Board 
has no such authority, then the allegation jis now made 
that Section 1207 of the Revenue Act of 1926 jis unconstitu¬ 
tional, null, and void. 

Wherefore appellant prays that this Honorable Court 
will review the said findings, decision, opinion, and order 
of redetermination of the said Board of Taxi Appeals and 
reverse and set aside same insofar as the I aforesaid as¬ 


signed errors apply and therein find for ajppellant; and 
grant such other and further relief as appellant may be 
entitled to or which to the Court may seem I equitable and 


proper. 


Address: 


GEO. E. H. GOODNER. 
GEO. E. H. GOODNER, 


Attorney fo^ Appellant, 


Munsey Building, Washington, B. C. 


I 
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22 District of Columbia, ss : 

Personally appeared before me^ a Notary Public in and 
for the District of Columbia, Mr. Geo. E. H. Goodner, who 
being duly sworn according to law deposes and says that 
he is the Attorney for the above named Appellant, and that 
as such he has authority to sign and did sign the foregoing 
petition; that he has read the same and that the facts set 
forth therein are true to the best of his knowledge and be¬ 
lief, and that the said petition is signed in good faith. 

GEO. E. H. GOODNER. 

Subscribed and sworn to before me this 30th day of 
November, 1928. 

[Seal of Florence M. Stephenson, Notary Public, Dis¬ 
trict of Columbia.] 

FLORENCE M. STEPHENSON, 

Notary Public. 

My Commission expires April 28,1931. 

Now, February 23, 1929, the foregoing Petition for Re¬ 
view certified from the record as a true copy. 

[Seal XJ. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Cleric U. S. Board of Tax Appeals. 
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23 Filed Jan. 30, 1929. United States Board of Tax 

Appeals. I 

In the Court of Appeals of the District of polumbia. 

No. —,-Term,-. 

i 

I 

Davidson Grocery Company, Appellant, 

VS. 

Commissioner of Internal Revenue, Appellee. 

(Board of Tax Appeals Docket No. 1^730.) 

Amended Petition for Review of Decision of the United 

States Board of Tax Appeals. \ 

To the Honorable the Chief Justice and the Judges of the 
Court of Appeals of the District of Columbia: 

Appellant respectfully represents to the Court: 

I. Jurisdiction. 

1. That the Davidson Grocery Company, tho above desig¬ 
nated appellant, is a corporation duly organised and exist¬ 
ing under the laws of the State of Idaho, and that it has, 
ever since its organization, been engaged in ^he wholesale 
grocery business. 

2. That appellee is the duly appointed and acting Com¬ 
missioner of Internal Revenue of the United States. 

3. That heretofore appellant, pursuant to law, appealed 

to the United States Board of Tax Appeals from the action 
of the appellee with respect to its tax liabilityl for the years 
1920, 1921, and 1922, and that proceeding before the Board 
was docketed No. 13730. i 

4. That subsequently the said Board dismissed said pro¬ 
ceeding as to the years 1921 and 1922 because of lack of 
jurisdiction. 

5. That appellant desires a review of the Board’s de¬ 
cision in said proceeding with respect to the year 1920 and 

brings this action under the provisions of Sections 
24 1001, 1002 and 1003 of the Revenue Act of 1926 as 

- amended by Section 603 of the Revenub Act of 1928, 


I 
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II. Nature of Controversy. 

1. That appellant, pursuant to law, filed an income and 
profits tax return for the year 1920 and paid the tax as¬ 
sessed thereon. 

2. That in auditing said return appellee disallowed as 
a deduction in computing net income bad debts claimed 
and deducted by appellant in the amount of $12,085.51; 
and that in computing invested capital appellee deducted 
therefrom $15,249.21, which amount represents a propor¬ 
tionate part of the tax for 1919 arrived at by taking as 
many 366ths of the total tax as there were days remaining 
in 1920 after the date of payment of said tax. 

3. That pursuant to said audit appellee notified appel¬ 
lant of a deficiency in tax for 1920 of $6,063.03, which said 
notice was mailed by registered mail on February 13, 1926. 

4. That appellant in due time appealed to the United 
States Board of Tax Appeals from said deficiency notice; 
that the Board heard the appeal on March 8, 1928, and 
promulgated its findings of fact and decision on May 28, 
1928, wherein it found and held that the action of appellee 
(respondent below) in disallowing as a deduction from in¬ 
come bad debts in the amount of $12,085.51 and in reduc¬ 
ing invested capital in the amount of $15,249.21, was 
proper. 

5. That pursuant to its said findings and decision, the 
Board entered its final Order of Redetermination on May 
31, 1928, wherein it ordered and decided that there is a 
deficiency for'1920 in the amount of $6,063.03. 

III. Designation of Court of Review. 

That a review of the said decision and order of redeter- 
mination of the Board of Tax Appeals in said proceeding 
(B. T. A. Docket No. 13730) is now sought in the Court of 
Appeals of the District of Columbia in accordance with a 
stipulation between the parties filed with the Board pur¬ 
suant to the provisions of Section 1002 (d) of the Revenue 
Act of 1926. 
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IV. Assignments of Error. 


I 

I 

I 

! 


1. That the Board of Tax Appeals erred in! holding that 
losses or bad debts in the amount of $11,000.00 were not 

ascertained to be worthless in 1920 that this 
25 amount should not be allowed as a. deduction in com¬ 
puting income in said year. | 

2. That the Board of Tax Appeals erred in any event 
in disallowing at least 10% of the total amount of the debts 
in question upon which appellant determined the amount 
that was bad, which amount appellant stood ^o lose in col¬ 
lection charges even if the total amount of debts were col¬ 
lected in full. 

3. The Board of Tax Appeals erred in failiijg to find that 

appellant deducted in its 1920 income tax return the sum 
of $11,000.00, representing losses sustained or bad debts 
ascertained to be worthless within the year gnd that this 
deduction was disallowed by appellee in arriving at the net 
income determined by him. | 

4. That the Board of Tax Appeals erred iif holding that 
the amounts in question could not be claimed as ‘‘losses” 
as well as “bad debts.” 

5. That the Board of Tax Appeals erred ill holding that 
1920 invested capital should be reduced in aiky amount on 
account of 1919 income taxes paid in 1920. 

6. That the Board of Tax Appeals erred in holding that 
Section 1207 of the Revenue Act of 1926 enabts new legis¬ 
lation as to the method of computing the profits tax for 
1920 and that it does not purport to interpret a prior law. 

7. That the Board of Tax Appeals erred in not holding 
Section 1207 of the Revenue Act of 1926 unconstitutional, 
null, and void, or, if it is finally determined that the Board 
has no such authority, then the allegation is dow made that 
Section 1207 of the Revenue Act of 1926 is unconstitutional, 
null, and void. 


Wherefore appellant prays that this Honorable Court 
will review the said findings, decision, opinion, and order 
of redetermination of the said Board of Tax Appeals and 
reverse and set aside same insofar as the aforesaid assigned 
errors apply and therein find for appellant; and grant 
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such other and further relief as appellant may be entitled 
to or which to the Court may seem equitable and proper. 

GEO. E. H. GOODNER. 

GEO. E. H. GOODNER, 

Attorney for Appellant. 

Address: Munsey Building, Washington, D. C. 

Now, February 23,1929, the foregoing Amended Petition 
for Review certified from the record as a true copy. 

[Seal Board of Tax Appeals.] 

B. D. GAMBLE, 

Cler'k U. S. Board of Tax Appeals. 

26 Filed Fel!). 12, 1929, U. S. Board of Tax Appeals. 

In the Court of Appeals of the District of Columbia. 

No. —,-Term,-. 

Davidson Grocery Company, Appellant, 

vs. 

Commissioner of Internal Revenue, Appellee. 

(Board of Tax Appeals Docket No. 13730.) 

Statement of Evidence. 

Mr. R. M. Davidson, a witness on behalf of appellant (pe¬ 
titioner below) testified as follows: 

Mr. Brasie, attorney for petitioner: 

You have heard the testimony of Mrs. E. E. Gordon 
in regard to the different charge offs made on the accounts 
of W. C. Martin of Soldier, Idaho, Silver Creek Mercantile 
Company of Gannett, Idaho, E. M. Small of Wilder, Idaho, 
D. H. Clare & Son of Weiser, Idaho, J. T. Foster of Sweet, 
Idaho and Byrne Bros, of Richfield, Idaho? A. I did. 

Q. Did you authorize the charge of $3,000.00 in the Byrne 
Bros, account December 31, 1920? A. I did. 

Q. And $3,000 in the Martin account? A. I did. 

Q. And $1,000.00 in the J. T. Foster account? A. Yes. 


DAVIDSON GROCERY CO. VS. COMMR. OF IN't. REV. 2o 

i 

I 

1 

Q. $500.00 in the D. H. Clare & Son account? A. Yes. 

Q. $1,000.00 in the E. M. Small account? A. Yes. 

Q. $2,500.00 in the Silver Creek Mercantile Company? 

A. I did. i 

27 Q. All of these charge offs were made in Decem¬ 
ber of 1920? A. Yes. ! 

Q. Were these losses set up as losses by| you in your 
Income Report for the year 1920? A. They were. 

Q. Were they allowed? A. They were not allowed. 

Q. Explain how you arrived at these different amounts 
to charge off of these accounts in that year? A. These sev¬ 
eral firms had made an assignment to the Boise Associa¬ 
tion of Credit Men, with the exception of thejW. C. Martin 
account, this Association charges 10% commission for col¬ 
lections. I knew that all of these accounts wbuld certainly 
carry a 10% loss. I investigated the assets land liabilities 
and guess at what future loss I would have t^ take and in¬ 
structed my bookkeeper to charge off these various amounts 
to profit and loss. i 

Q. Have you a memorandum from which you can state 
the amount owed you on December 31, 1920, | by the differ¬ 
ent firms? A. I have. Byrne Bros, owedj us $7,048.15; 
J. T. Foster owed us $2,584.08; D. H. Clar^ & Son owed 
us $1,635.00; E. M. Small owed us $8,068.50 ;|W. C. Martin 
owed us $7,477.45; Silver Creek Mercantile Co. owed us 
$4,953.05. I 

Q. What was the final result of each of these accounts, 
Mr. Davidson, as to wdiether or not vou redeived the bal- 
ance of these accounts after making these charge offs or 
whether it was necessary to make further charges offs to 
balance the accounts? A. In every ease it W 2 |s necessary to 
make further charge offs to balance the accounts. 

Q. Then the actual loss in each account wajs greater than 
you estimated the loss would be? A. It was. 

Q. In estimating the loss on these differeijit accounts, at 
the time of the assignment of the parties to the 

28 Credit Association, could you positively determine 
whether a 10% loss would be taken by you, if the 

assets of the debtor paid to the Association tjhe full amount 
of the claims against them? A. Yes, because the Associa¬ 
tion charges us 10% of the amount they collect on the ac¬ 
counts we file with them. ! 
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Q. So even if any of these different firms or individuals 
had paid the Association all of the claims filed in full, the 
individual creditor would sustain a loss of 10% on their 
claim? A. Yes, we would have to pay the Association 
10% of the amount collected by them.” 

«***#*# 


Mr. Curry, attorney for respondent: 

‘‘Q. Mr. Davidson, in making your estimates of the 
amounts to charge off in December, 1920, upon these parties 
claims, did you take into consideration the conditions of 
the claims and'the amounts owed, and the possible ability 
to realize upon these claims and then make your estimates 
therefrom ? A. Yes, I did. I knew that I had to pay the 
Association 10% to collect each account and I took into 
consideration the assets and liabilities and estimated the 
debtor’s ability to pay out and made my charge offs accord¬ 
ingly.” 

The respondent called no witnesses in rebuttal. 

I hereby certify that the foregoing is a true and complete 
statement of all evidence offered at the trial in the above 
cause which, in addition to the Findings of Fact of the 
United States Board of Tax Appeals, is material to the 
assignment of error set out in the petition for review. 

GEO. E. H. GOODNER, 
Attorney for Appellant. 


Reviewed, settled, and approved this 12 day of February, 
1929. 


i CHARLES P. SMITH, 

Member United States Board of Tax Appeals. 


Now, February 23, 1929 the foregoing Statement of Evi¬ 
dence certified from the record as a true copy. 

[Seal, U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals, 
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29 Filed Feb. 16, 1929, U. S. Board of Tax Appeals. 
In the Court of Appeals of the District of Columbia. 

No. —,-Term,-. 

Davidson Grocery Company, Appellant, 

I 

vs. I 

Commissioner of Internal Revenue, Appellee. 

i 

I 

(Board of Tax Appeals Docket No. 1$730.) 

i 

I 

I 

Designation of Record- | 


To the Clerk of the United States Board of Tax Appeals: 

I 

Will you please include in the'transcript |of record for 
the Court of Appeals of the District of Columbia the fol¬ 
lowing : i 

1. The docket entries of proceedings before the Board. 

2. The pleadings before the Board. 

3. The Findings of Fact, Opinion and Decision of the 
Board promulgated May 28, 1928. . 

4. The Board ^s Order of Redeterminationi entered May 

31,1928. I 

5. The Petition for Review, and Amende^ Petition for 
Review. 

6. Statement of the evidence as finally agreed upon and 
settled by the Board. 

7. Stipulation as to Court of Review. I 

Respectfully, I 

GEO. E. H. GOODNER. 

GEO. E. H. GOODNER, 
Attorney fot Appellant. 


Address: Munsey Building, Washington, p. C. 


Service of the above accepted this 15 dayj of February, 
1929. I 

C. M. CHAMBERS, 

General Counsel^ Bureau of I'kt. Rev., 

Attorney for Appellee. 
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Now, February 23,1929 the foregoing Praecipe with proof 
of service certified from the record as a true copy. 

[Seal, U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U, 8. Board of Tax Appeals, 

30 United States Board of Tax Appeals. 

Docket No. 13730. 

Davidson Grocery Company, Petitioner, 

V. 

Commissioner of Internal Eevenue, Respondent. 

Order Enlarging Time. 

On motion of counsel for the petitioner, it is. 

Ordered that the time for preparation of evidence and 
transmission and delivery of record papers sur petition for 
review of the above entitled proceeding in the Court of Ap¬ 
peals for the District of Columbia be and it is hereby ex¬ 
tended to February 28, 1929. 

(Signed.) B. H. LITTLETON, 

Member U. 8. Board of Tax Appeals. 

Dated Washington, D. C., January 29, 1929. 

[Seal, U. S. Board of Tax Appeals, 1924.] 

A true copy. Teste: 

B. D. GAMBLE, Clk. 

B. D. GAMBLE, 

Clerk U. 8. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 4927. 
Davidson Grocery Company, appellant, vs. Commissioner 
of Internal Revenue.. Court of Appeals, District of Co¬ 
lumbia. Filed Feb. 27, 1929. Henry W. Hodges, Clerk. 
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Davidson Grocery Company, Appellant, \ 

V. I 

Commissioner of Internal Revenue, Appellee. 


On Petition for Review of Decision of the United States 

Board of Tax Appeals. 


APPELLANTS BRIEF. 


THE CASE. j 

Appellant (petitioner below) brings this case before 
the Court on a petition for review of the decisicfn of 
the United States Board of Tax Appeals in entering 
judgment for appellee (respondent below) in Decpision 
at Docket No. 13730, promulgated May 28, 1928. 

i 

(Record, page 15.) By agreement between cotmsel 
for the respective parties it has been stipulated jthat 
review of the Board^s decision and order may bel had 
before this Court. (R. 16.) | 


I 

I 
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PROCEEDINGS. 

On February 13, 1926, appellee sent by registered 
mail to appellant a notice of determination of a de¬ 
ficiency in tax of $6,063.03 for the year 1920, and 
overassessment of $1,865.95 and $244.72 for the years 
1921 and 1922, respectively. (R. 6.) In due time,— 
to witi on April 19,1926, appellant filed with the United 
States Board of Tax Appeals a petition appealing 
from the aforesaid determination. (R. 1, 3.) Appellee 
made answer to said petition on June 16, 1926. (R. 

1, 8.) Thereafter certain mesne proceedings were had 
in the cause as a result of which appellant consented 
to a dismissal of that part of its petition relating to the 
years 1921 and 1922. (R. 1, 2.) The case came on for 

hearing before Honorable Charles P. Smith, Member 
of the Board, on March 8, 1928, at w’hich time depo¬ 
sitions taken on order of the Board were offered and 
admitted in evidence. (R. 2, 24.) The Board, on 
May 28, 1928, promulgated its Findings of Fact, De¬ 
cision, and Opinion (R. 9-15), and on May 31, 1928, 
entered its Order of Redetermination wherein it ordered 
and adjudged a deficiency for the year 1920 in the 
amount of $6,063.03. From said Decision, Judgment, 
and Order of Redetermination, appellant prays for a 
review by this Court under the provisions of Sections 
1001, 1002, and 1003, of the Revenue Act of 1926. 
(44 Stat. L. 110.) 


FACTS. 

The Board^s Findings of Fact are contained in the 
Transcript of Record beginning with paragraph 11, 
page 10, and extending through paragraph 13, page 12. 
So far as there set forth, the findings are in accord with 
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the evidence and are expressly agreed to and by 
reference made a part of this brief. There are, however, 
other material facts which appellant believes have | been 
established by competent evidence. The failure of 
the Board to include these additional facts in the 
findings has been made the subject of Assignment of 
Error Number 3. For the sake of brevity, a full 
statement of the facts is not reprinted here, espeMally 
as much of the evidence will be referred to subsequently 
in the argument on the several assignments of error. 

i 

I 

QUESTIONS INVOLVED. 

The questions involved are comprehended ifi the 
assignments of error which are as follows (R. 23) |: 

1. That the Board of Tax Appeals erred in holding 

that losses or bad debts in the amount of $11,000.00 
were not ascertained to be worthless in 1920 and that 
this amount should not be allowed as a deduction in 
computing income in said year. | 

I 

2. That the Board of Tax Appeals erred in any bvent 
in disallowing at least 10% of the total amount of the 
debts in question upon which appellant determined 
the amount that was bad, which amount appellant 
stood to lose in collection charges even if the i total 
amount of debts were collected in full. 

i 

I 

3. The Board of Tax Appeals erred in failing to find 
that appellant deducted in its 1920 income tax tetum 
the sum of $11,000.00, representing losses sustained or 
bad debts ascertained to be worthless within the year 
and that this deduction was disallowed by appellee in 
arriving at the net income determined by him, i 


I 
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4. That the Board of Tax Appeals erred in holding 
that the amounts in question could not be claimed as 
‘Tosses’^ as well as ^'bad debts/’ 

5. That the Board of Tax Appeals erred in holding 
that 1920 invested capital should be reduced in any 
amount on account of 1919 income taxes paid in 1920. 

6. That the Board of Tax Appeals erred in holding 
that Section 1207 of the Revenue Act of 1926 enacts 
new legislation as to the method of computing the 
profits tax for 1920 and that it does not purport to 
interpret a prior law. 

7. That the Board of Tax Appeals erred in not hold¬ 
ing Section 1207 of the Revenue Act of 1926 unconsti¬ 
tutional, null, and void, or, if it is finally determined 
that the Board has no such authority, then the al¬ 
legation is now made that Section 1207 of the Revenue 
Act of 1926 is unconstitutional, null, and void. 

ARGUMENT. 

The questions presented to the Court will be dis¬ 
cussed in the order set out in the assignments of error: 

1. The Board of Tax Appeals erred in holding that 
losses or bad debts in the amount of $11,000.00 
were not ascertained to be worthless in 1920 
' and that said amount should not be allowed 
as a deduction in computing income in said 
year. 


(a) Facts. 

The circumstances surroimding the ascertainment of 
worthlessness of the debts have been succinctly set 
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forth by the Board in its Findings of Fact which, j for 
convenience of the Court, will be re-stated in part. 

During the year 1920 and prior thereto, jthe 
petitioner sold merchandise on open account to 
customers whose names are given below and at 
the close of 1920 these customers owed the amoiints 
set opposite their names: I 


W. C. Martin.$7,477.45 

Silver Creek Mercantile Co. 4,953.88 

E. M. Small. 8,068.50 

J. T. Foster. 2,584.08 

Byrne Brothers. 7,048.15 

D. H. Clare & Son. 1,635.00 


The first customer named above took bankruptcy 
in 1920 and all the others made assignment^ to 
the Boise Association of Credit Men for the benefit 
of their creditors. I 

W. C. Martin was adjudged a bankrupt; on 
November 1, 1920, and the first meeting of 
creditors was held on November 18, 1920. ^ On 
final settlement in 1921 or subsequent years! bis 
creditors were paid a little over 48 per cent of 
their claims, the petitioner's claim, which I was 
proven, being $7,423.58. After learning the amount 
of Martinis assets and the claims which had been 
proven against him the president of the petitioner 
determined that at least $3,000 of its claim would 
never be paid and authorized the bookkeeper to 
charge off this amount to profit and loss on I De¬ 
cember 31, 1920. The ultimate loss was greater 
than the amount charged off. 

The Silver Creek Mercantile Co. made aii as¬ 
signment for the benefit of its creditors on i No¬ 
vember 27, 1920. Petitioner's claim was $4,953.05 
of which it ultimately recovered $2,211.52. Mter 
examining the assets and liabilities of this customer 
the president of the petitioner authorized the book¬ 
keeper to charge off at the end of 1920 $2,500las a 


i 
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determined loss, no part of which has ever been 
recovered. 

i E. M. Small made an assignment for the benefit 
of his creditors on November 17, 1920. Pe¬ 
titioner's claim was $8,068.50 and up to the present 
time petitioner has received less than $6,000. 
After ascertaining the assets and the liabilities 
of Small, petitioner, on December 31, 1920, 
charged off $1,000 of this account as being un¬ 
collectible. 

In the same manner the petitioner determined, 
on or prior to December 31, 1920, that only a 
portion of the accounts of J. T. Foster, Byrne 
Brothers and D. H. Clare & Son would be collected 
and authorized the bookkeeper to charge off to 
profit and loss $1,000, $3,000, and $500, respec¬ 
tively. The losses actually sustained on all of 
these accounts proved to be greater than the 
amounts charged off in 1920. The determination 
of the petitioner as to the amount of the losses 
which would be sustained upon all of these ac¬ 
counts was made by the president of the pe¬ 
titioner corporation upon the basis of the assets 
and liabilities of the several debtors.^^ (R. 10-11.) 

(b) Law, 

The assignment of error raises the following question: 

i In computing net income for the year 1920, is a 
taxpayer corporation entitled to deduct from 
gross income a part of a running account which 
part has been definitely ascertained to be worth¬ 
less, and has been written out of the assets within 
the taxable year? 

Section 234(a) of the Revenue Act of 1918 (40 Stat. 
L. 1057) governing the computation of taxes for 
the year 1920 provides inter alia: 
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Sec. 234(a). That in computing the net I in¬ 
come of a corporation subject to the tax impcised 
by section 230 there shall be allowed as deduc¬ 
tions : I 

(5) Debts ascertained to be worthless hnd 
charged off within the taxable year; * * 

I 

( 

(c) Rulings of Treasury Department, I 


Article 151, Regulations 45 (1920 Edition) constru¬ 
ing Section 214(a) (7) of the Revenue Act of 1918 re¬ 
lating to the deduction for bad debts by individuals, 
reads in part as follows: ' 


^^An account merely written down or a debt 
recognized as worthless prior to the beginning of 
the taxable year is not deductible. Where! all 
the surrounding and attendant circumstainces ihdi- 
cate that a debt is worthless and uncollectible 
and that legal action to enforce payment would in 
all probability not result in the satisfactioU of 
execution on a judgment, a showing of these fkcts 
will be sufficient evidence of the worthlessness oi^ the 
debt for the purpose of deduction. Bankruptcy Inay 
or may not be an indication of the worthlessness 
of a debt, and actual determination of worthless¬ 
ness in such a case is sometimes possible bdfore 
and at other times only when a settlement in 
bankruptcy shall have been had. Where a itax- 
payer ascertained a debt to be worthless land 
charged it off in one year, the mere fact that 
banlauptcy proceedings instituted against ! the 
debtor are terminated in a later year confinning 
the conclusion that the debt is worthless willj not 
authorize shifting the deduction to such Ikter 
year. * * *’^ | 

I 

Article 151 is by reference in Article 561 made! ap¬ 
plicable to the deduction allowed corporations uhder 
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Section 234(a)(5) {supra). It will be observed that 
the language in the regulation does not make it manda¬ 
tory that a bad debt be evidenced by a closed and 
completed transaction (as in the case of losses, Article 
141). Neither does it forbid a deduction for part of a 
debt determined to be worthless and charged off 
within the taxable year. All it prescribed is that— 
^^An account merely written down * * * is not de¬ 
ductible.^’ As used in the context, the phrase ‘‘merely 
written down” is intended to convey to the mind that 
a mere bookkeeping entry writing down an account is 
not conclusive upon the Government but that the 
uncollectibility must be determined upon the fair 
exercise of business judgment. 

In 1920 the Committee on Appeals and Review of 
the Treasury Department had under consideration an 
appeal from the action of the Income Tax Unit in dis¬ 
allowing a deduction of the unrecoverable part of a 
debt claimed by a taxpayer under the following cir¬ 
cumstances : 

“The company was organized in 1916 and the 
next year a bank in which the company had 9x 
dollars on deposit closed its doors to the public. 
The company owed the bank x dollars and filed a 
claim with the receiver for the difference, 8a; 
dollars. In 1918 the company was informed by 
the receiver that approximately 4a; dollars could 
be recovered in liquidation. On the basis of this 
information the company wrote off 4a; dollars 
against the account of the receiver and deducted 
the amount as a loss in its return for 1918. It is 
stated that since the bank was closed, the com¬ 
pany has received only 40 per cent of its claim 
in liquidating dividends.” 

i “Held, that a loss resulting from bankruptcy of 
the debtor, established by competent authority in 
approximate amount, and so charged off in the 
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year 1918 may be claimed as a deduction in the 
returns of that year, although the loss is not! evi¬ 
denced by a closed and completed transaction/^ 
(Bureau of Internal Revenue, Cumulative Bulle¬ 
tin No. 3, July-December, 1920, A. R. R. 1352, 
page 167.) I 

The foregoing reflects the interpretation placed 
upon the law by the Treasury Department and I this 
interpretation had been promulgated, published, | and 
was in effect when appellant filed its tax returh for 
1920. I 

I 

j 

(d) Decisions of the United States Board of Tax Ap'peals. 

In its opinion in the instant case the Board of | Tax 
Appeals states that the statute does not provid^ for 
the deduction of a part of a debt and that a part Imay 
not be charged off as worthless and a part retained 
on the bocks as having value. In support of this posi¬ 
tion the Board cites its own decisions in the cases of 
Steele Cotton Mill Co., 1 B. T. A. 299, and The Murchison 
National Bank, 1 B. T. A. 617. An examination of 

i 

these decisions indicates that the Board reached its 

I 

conclusion on the theory that a debt is not divisible,— 
a theory erroneous both in fact and in law. I 

If a debt is not divisible, then it is all good o^ all 
bad and such a thing as collecting part and losing 
part would be impossible. The Board’s position paay 
be well taken in some cases but is directly contraijy to 
the facts in the instant case. It has been clearly shown 
that the amounts deducted by appellant and disallowed 
by appellee were actually determined to be worthless 
in 1920 and were charged off the books. This I was 
first ascertained in 1920 through the bankruptcy I and 
insolvency proceedings of the debtors and at the i end 


I 

I 

I 
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of 1920 it was definitely known that such amounts 
would never be collected. 

In its opinion the Board attempts to justify its 
theory of indivisibility of a debt under the Revenue 
Act of 1918 by comparison with the bad debt pro¬ 
visions of the Revenue Act of 1921,—presumably on 
the theory that laws pari materia should be construed 
with reference to each other. But where resort is had 
to subsequent legislation to construe a prior act, it is 
generally difficult to decide whether Congress sought 
to clarify the former act or to change the law, and 
therefore the latter statute furnishes little or no clew 
as to the meaning of the former. We think the statute 
itself supplies the best means of its own exposition, 
and that its words should be construed in their natural 
plain and ordinary signification. But if any signifi¬ 
cance is to be given to the provisions of the 1921 
Act as interpreting the prior act, it must be this,— 
that Congress recognized and approved the construc¬ 
tion placed on the 1918 Act by the Treasury Depart¬ 
ment, as set out above, and expressly enacted this 
construction into the subsequent law. 

(e) Court Decisions. 

Appellant’s contention is supported by the following 
court decisions wherein the part of a debt ascertained 
to be worthless was allowed as a deduction under the 
Revenue Act of 1918: 

In the case of Selden v. Heiner, 12 Fed. (2d) 474, 
plaintiff was the principal creditor of two corporations 
whi6h had engaged in the experimental manufacture 
of a chemical by a new and untried process after large 
expenditures. The experiment proved commercially 
a failure and the corporations were largely insolvent 
and determined to liquidate. Their assets consisted 
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chiefly of buildings and special machinery designed 
for the particular manufacture and were of little yalue 
for other use. Held that plaintiff was entitled to 
deduct from his income as worthless all of sai^ in¬ 
debtedness in excess of the dividends which he inight 
receive from the liquidation at the estimated value of 
the assets. This case is very similar to the caise at 
bar, the only distinction being that in the on^ the 
indebtedness consisted of notes and open acdount, 
while in appellant’s case the entire indebtedness was 
on open account. 

In the case of Sawyer Tanning Company v. IC. J. 
O^Keefe Shoe Company, 23 Fed. (2d) 717, a corporation 
had in 1920 in good faith charged off as a loss and 
deducted in its tax return a claim for goods sold a 
customer on a running account. The Commissioner 
of Internal Revenue disallowed the deduction and 
assessed an additional tax but payment remaihed in 
abeyance pending receivership for the corporation. 
The Court held that receipt by the receiver pf the 
corporation of part of the claim definitely fixed the 
value of the claim and of the part which was worthless, 
and allowed said worthless part as a deduction in 
1920. Here the provisions of the Revenue Act oi 1918 
were controlling the same as in the case at bar.j 

In the instant case appellant definitely determined 
the amounts which were charged off on December 31, 
1920, to be losses at that time. There was no Ipossi- 
bility of ever recovering these amounts because the 
debtors did not have sufficient assets. What better 
determination of worthlessness could be made?! The 
Board states ^^The statute does not provide for the de¬ 
duction of part of a debt.” We find no such statement 
in the law and nothing that implies it. The [whole 
purpose of the Revenue Act of 1918 is to obt|ain a 



12 


correct statement of net income for each year. To » 
conclude that appellant's income for the year 1920 
has been correctly stated without the benefit of the 
deduction for bad debts so determined is to completely 
disregard the facts and misapply the law as interpreted 
by both the Treasury Department in its published 
decisions and by the courts as set out above. 

2. The Board of Tax Appeals erred in any event in 
disallowing at least 10% of the total amount 
of the debts in question upon which appellant 
determined the amount that was had, which 
amount appellant stood to lose in collection 
charges even if the total amount of debts were 
collected in full. 

The Findings of Fact show that the debtors who 
made assignments to the Boise Association of Credit 
Men for the benefit of their creditors owed appellant 
$24,289.61. The Association charges 10 per cent on 
all collections of claims handled by it so that the 
creditor never receives more than 90 per cent of his 
claim when handled through the Association, and this 
was known to appellant in 1920 when it consented to 
the assignments. (R. 10,11.) Subject to this arrange¬ 
ment, even though every dollar on the accounts was 
collected from its debtors, appellant stood to lose 
$2,428.96 (10% of $24,289.61). Does the Board’s rule 
that part of a debt can not be charged off, even if cor¬ 
rect, apply under these circumstances? If so, what 
becomes of Article 23 of Treasury Department Regu¬ 
lations 45 which prescribes that approved methods of 
accounting will ordinarily be regarded as clearly reflect¬ 
ing income? Would any self-respecting accountant 
prepare for appellant a profit and loss statement without 
deducting the 10 per cent charge, or certify to a balance 
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sheet in which the accounts were carried at their gross 
amount, when the debtors have been relieved land a 
new relationship exists? | 

It seems to be placing a strained construction on 
Section 234(a) (5) {supra) to say that a debt can not 
be deducted in part when that part is definitely; ascer¬ 
tained to be lost and is capable of exact mathematical 
determination. It would be just as reasonable jto say 
that a loss of part of a building destroyed by fire could 
not be claimed by a taxpayer until such time las the 
entire building might be destroyed. In fact, |is not 
the ascertainment more positive in the first case than 
in the second? | 

In the case of Avery v. Commissioner of Internal 
Revenue j 22 Fed. (2d) 6, the Court said: 

“(2) The Revenue Act of 1918 (40 Stat.|1057), 
which applies to this case, permits a taxpayer, in 
computing net income, to deduct debts ascertained 
to be worthless and charged off within the taxable 
year. The reasonable interpretation of the law 
is that, in order to secure a deduction of worthless 
debts, they must be charged off in the ye^r they 
are ascertained to be worthless. A man is pre¬ 
sumed to know what a reasonable person! ought 
to know from facts brought to his attention. A 
taxpayer should not be permitted to close His eyes 
to the obvious, and to carry accounts on his books 
as good when in fact they are worthless, afid then 
deduct them in a year subsequent to the |one in 
which he must be presumed to have ascertained 
their worthlessness. To do so would enable him 
to withhold deductions in his less prosperous years, 
when they would have little effect in reducing his 
taxes, and then to apply the accumulation at 
another time to the detriment of the fisc.! This 
would defeat the intent and purpose of th4 law.^’ 

I 

In the appeal of First National Bank of Durant, 
6 B. T. A. 545, cancellation of part of a debt i^ 1919 


I 

I 
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in consideration of the receipt of security, put up by 
a third party for the balance was held deductible in 
that year. In its decision the Board said: 

^‘The amount cancelled was a loss and not a 
bad' debt. It was not a bad debt after being 
cancelled. As a loss it was deductible in the year 
1919 .^’ 

Also in the appeal of Kansas City Pump Co., 6 B. T. A. 
938, w’here a debtor corporation assigned all its assets 
to the creditor and then dissolved, it was held that the 
excess of the debt over the value of the assets is a loss 
in the year of assignment. 

Appellant believes that the entire amounts deducted 
in the return are allowable, as stated in the argument 
upon the first assignment of error, but, if the Court 
should hold otherwise, then it is submitted that the 
10 per cent collection fee at least was a determined 
loss in 1920 and should be allowed. 

3. The Board of Tax Appeals erred in failing to 
find that appellant deducted in its 1920 income 
‘ tax return the sum of $11,000.00 representing 
losses sustained or bad debts ascertained to be 
worthless within the year and that this deduc¬ 
tion was disallowed by appellee in arriving at 
the net income determined by him. 

In paragraph 4(a) of appellant's petition filed with 
the United States Board of Tax Appeals, error is 
alleged as follows: 

'^‘In computing taxable net income for 1920 the 
Commissioner has disallowed a deduction for bad 
d^bts of $12,085.51, which petitioner sustained 
and claimed in its return.^’ (R. 4.) 


\ 
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The answer filed by the appellee ‘^denies the allegations 
of error contained in paragraph 4^^ and denies the 
allegations of fact contained in paragraph 5.’^ I(R. 9.) 

The Board, in its Findings of Fact, makes pb men¬ 
tion of the deduction and the disallowance thereof by 
the Commissioner but in its opinion states: | 


‘^Whether the petitioner deducted from gross 
income in its return for 1920 any amount ^or bad 
debts and whether any amount deducted was 
disallowed by the respondent in the computation 
of the deficiency is not in evidence/’ (R., 13.) 


The foregoing statement entirely disregards the 
uncontradicted testimony of Mr. R. M. Davidson, 
a witness on behalf of the appellant, who testified as 
follows (R. 24-25): 

(Mr. Brasie, attorney for petitioner): 


Q. You have heard the testimony of Mrs. E. E. 
Gordon in regard to the different charge offs made 
on the accounts of W. C. Martin of Soldier^ Idaho; 
Silver Creek Mercantile Company of Qannett, 
Idaho; E. M. Small of Wilder, Idaho; D. H. Clare 
& Son of Weiser, Idaho; J. T. Foster of Sweet, 
Idaho; and Byrne Bros, of Richfield, Idajio? A. 
I did. 

Q. Did you authorize the charge of $^,000.00 
in the Byrne Bros, account December 31, 1920? 
A. I did. 

Q. And $3,000.00 in the Martin account? A. 
I did. I 

Q. And $1,000.00 in the J. T. Foster ^ccoimt? 
A. Yes. I 

Q. $500.00 in the D. H. Clare & Son Account? 

A. Yes. 

Q. $1,000.00 in the E. M. Small account? A, 
Yes. 

Q. $2,500.00 in the Silver Creek Mercantile 
Company? A. I did. i 


I 

I 

i 

i 

j 

I 

I 

I 


I 
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Q. All of these charge offs were made in De¬ 
cember of 1920? A. Yes. 

Q. Were these losses set up as losses by you 
in your Income Report for the year 1920? A. 
They were. 

Q. Were they allowed? A. They were not 
allowed.’’ 

The respondent called no witness in rebuttal. (R. 
25.) 

Wherefore it is submitted the Board should have 
found appellant deducted in its 1920 income tax returns 
$11,000 for losses on bad debts which amount was 
disallowed by appellee in his determination of net 
income for said year. 

4. The Board of Tax Appeals erred in holding that 
the amounts in question could not he claimed 
as losses^^ as well as ^^bad debts 

The Revenue Act of 1918 provides in Section 234 
thereof that in computing net income of a corporation 
there shall be allowed as deductions: 

‘‘(4) Losses sustained during the taxable year 
and not compensated for by insurance or other¬ 
wise,” 

and 

‘^ (5) Debts ascertained to be worthless and 
charged off within the taxable year.” 

The various merchants to whom appellant had sold 
goods were debtors of appellant. But when in 1920 
they took bankruptcy or made assignments, their rela¬ 
tionship changed. They were no longer liable as 
before. Their assets were to be accepted in full pay- 
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merit of their debts. An inventory of the assets 'deter¬ 
mined the amount which might be realized arid the 
resultant losses. Under these circumstances api^ellant 
determined with reasonable accuracy its loss m the 
case of each debtor and charged off the amouift and 
deducted it in its tax return. Thereafter it looked to 
the referee or trustee for the balance. I 

I 

The Board apparently confused these facts ydth a 
case where a taxpayer merely assumes that th^ total 
debt will not be collected and writes off part of itl. We 
agree that such a procedure does not result in an!allow¬ 
able deduction under the 1918 Act, but no si^ch as¬ 
sumption was indulged in in the case at bar. I 4 effect 
the liability of the debtors was terminated aijid ap¬ 
pellant had to look to the receiver or trustee fbr col¬ 
lection of the part of the debt which was represented 
by the debtor’s assets. Surely in such a case there is 
a determination of a loss in fact and in law land it 
matters little whether it be allowed as a bad'debt” 
or as a‘Toss.” | 

Appellant’s position is fully supported by the Board’s 
own decisions in the appeals of First National Bank of 
Durant, 6 B. T. A. 545 {supra), and the Kansas City 
Pump Co., 6 B. T. A. 938 {supra); also by the Board’s 
decision in the appeal of Alexander County Nationxil 
Bank, et al., 12 B. T. A. 1238. In this last ckse the 
creditor bank in 1920 cancelled part of the indebted¬ 
ness of a Dry Goods Company and deducted the 
amount in its tax return, upon the undertaking of the 
Dry Goods Company to pay the balance of thb debt. 
The balance was also lost in a later year. The iBoard, 
in deciding that the amount written off in 19^0 was 
deductible in that year, used the following pertinent 
language: 
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‘^When the petitioners canceled and surrendered 
the notes in 1920, the possibility of recovery of 
those amounts was gone forever. The petitioners 
were not stockholders of the Dry Goods Company 
but were creditors only, and in a reduced amount. 
It is easy to conceive the impulses which moved 
the petitioners to consent to the cancellation of 
the notes. It was hoped that with this manage¬ 
ment of the Dry Goods Company and by taking 
a present loss, the remainder of the indebtedness 
might be paid in full. That the hopes were not 
realized only shows the fallibility of human judg¬ 
ment. The fact that the amounts were charged 
off the books as losses but claimed on the returns 
as bad debts, does not prevent their allowance in 
this proceeding as losses, since the allegations 
of the petitioners are sufficiently broad.’^ 

WTierefore it is submitted that appellant sustained a 
diminution of its assets in 1920, resulting in a loss to 
that extent and that the amount thereof should be 
allowed as a deduction either as a “loss” or as “bad 
debts.” 

5. The Board of Tax Appeals erred in holding that 
1920 invested capital should he reduced in any 
I amount on account of 1919 income taxes paid 
in 1920. 

Section 326 of the Revenue Act of 1918 relating to 
invested capital reads as follows: 

“Sec. 326. (a) That as used in this title the 
term invested capital’ for any year means (ex¬ 
cept as provided in subdivisions (b) and (c) of 
this section): 

(1) Actual cash bona fide paid in for stock or 
shares: 

(2) Actual cash value of tangible property, 


I 
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other than cash, bona fide paid in for stock or 
shares, at the time of such payment, but in no 
case to exceed the par value of the original (stock 
or shares specifically issued therefor, unless the 
actual cash value of such tangible property at the 
time paid in is shown to the satisfaction of the 
Commissioner to have been clearly and substanti¬ 
ally in excess of such par value, in whicli case 
such excess shall be treated as paid-in sujrplus: 

* * * I 

(3) Paid in or earned surplus and undivided 
profits; not including surplus and undivided 
profits earned during the year; * * * ■ 

(d) The invested capital for any period' shall 
be the average invested capital for such period, 
but in the case of a corporation making a return 
for a fractional part of a year, it shall (excebt for 
the purpose of paragraph (2) of subdivision r(a) of 
Section 311) be the same fractional part of such 
average invested capital. * * *” I 


The deficiency letter of March 2, 1926, makes the 
following reduction in appellant’s invested capital for 
1920: I 


^^Less: 1919 tax as shown in Bureau I letter 
dated February 11, 1925, $36,187.03, prorated— 
$15,249.21.” 


In administering the Revenue Act of 1918 it whs the 
practice of the Treasury Department, under Article 
845, Regulations 45, to include in invested capital 
amounts payable on account of Federal incomej taxes 
for the preceding year only until such taxes became 
due and payable. Following this practice appellee 
made the above stated deduction in appellant’s in¬ 
vested capital on account of 1919 taxes paid in' 1920, 
averaged from the date when the tax or installment 
became due and payable. I 

I 

I 

I 

i 


I 

i 


i 
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In the appeal of the Guarantee Construction Company, 
2 B. T. A. 1145, decided October 30, 1925, the Board 
of Tax Appeals held that surplus at the beginning of 
any taxable year may not be reduced in computing 
invested capital on account of taxes payable within the 
year upon the income of the preceding taxable year. 
After a full discussion of Section 326 of the Revenue 
Act of 1918 {supra), the Board said: 

‘^We conclude that so far as Article 845 of 
Regulations 45 and 62, promulgated by the Com¬ 
missioner, requires that such reduction in invested 
capital be made, such regulations are without 
statutory warrant and are invahd. Any part of 
the deficiency on appeal which is predicated upon 
the reduction of this taxpayer’s invested capital 
for 1919 on account of income and profits taxes 
for the year 1918, whether paid in the year 1919 
or forming a part of the deficiency for 1918, is 
erroneous and is disallowed.” 

The reasoning set forth in the opinion of the Board 
seems sound and logical and by reference is made a 
part hereof. So far as appellant is informed, the de¬ 
cision has not been recalled, revoked, or overruled by 
the Board. The Board followed it and applied it in 
numerous other cases until the enactment of Section 
1207 of the Revenue Act of 1926 {infra), after which 
its hands were tied because it is an administrative 
body and must apply the law as enacted,—leaving to 
the Courts the question of constitutionality. It is 
generally understood that appellee vras instrumental 
in having Section 1207 of the 1926 Law enacted in 
order to validate if possible his erroneous interpretation 
and application of the invested capital provisions of 
the former laws. V>Tiether Section 1207 enacts new 
legislation or is constitutional is discussed in the follow- 
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ing assignments of error, but the fact remains ^ that 
there has been no judicial determination of the question 
involved contrary to the position taken by the Board 
in the Guarantee Construction Company decision^ 
Wherefore, it is submitted that the Revenue Act of 
1918 did not require the reduction of invested capital 
on account of prior years’ taxes and that the siim of 
$15,249.21, which appellee deducted from appellant’s 
invested capital, should be restored. I 

I 

6. The Board of Tax Appeals erred in holdin)^ that 
Section 1207 of the Revenue Act of 192^6 en¬ 
acts new legislation as to the method of \ com¬ 
puting the profits tax for 1920 and that it 
does not purport to interpret a prior lavi. 


Section 1207 of the Revenue Act of 1926 rea^ as 

I 

follows: j 

i 

^‘The computation of invested capital fot any 
taxable year under the Revenue Act of 11917, 
the Revenue Act of 1918, and the Revenue of 
1921, shall be considered as having been correctly 
made, so far as relating to the inclusion of invested 
capital for such year of income, war-profiis, or 
excess-profits taxes for the preceding yekr, if 
made in accordance with the regulations in I force 
in respect of such taxable year applicable tio the 
relationship between invested capital of on^ year 
and taxes for the preceding year.” 


In its opinion the Board states: i 

i 

^^It is apparent * * * that Section 1207 6f the 
Revenue Act of 1926 does not purport to interpret 
a prior law but enacts new legislation detennining 
the manner in which invested capital shill be 


i 

i 

I 

I 
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computed under the Revenue Acts of 1917, 1918, 
and 1921/^ 

What new legislation is enacted thereby? Is anything 
to be done thereunder in the future? It is obvious 
that the legislation does not effect a curative amend¬ 
ment to the several laws, but it leaves them unchanged. 
It prescribes merely that any reduction of invested 
capital for prior years^ taxes made by the Treasury 
Department shall be considered as having been correctly 
madcj if done in accordance with Treasury Department 
regulations relating thereto which had already been 
declared invalid by the Board of Tax Appeals. {Guaran¬ 
tee Construction Company case, supra). It thus at¬ 
tempts, at the behest of the Commissioner of Internal 
Revenue, to rubber stamp the Commissioner’s interpre¬ 
tation of a prior Act of Congress by usurping the 
prerogative of the judiciary and saying that such 
prior Act was correctly interpreted. Surely the Board 
of Tax Appeals was wrong in holding that Section 1207 
of the 1926 law enacts new legislation and that it does 
not attempt to interpret a prior law. Surely the 
Guarantee Construction Company decision was correct 
and appellant’s invested capital should not be reduced 
on account of prior year’s taxes. 

7. The Board of Tax Appeals erred in not holding 
Section 1207 of the Revenue Act of 1926 un¬ 
constitutional, null, and void, or, if it is 
finally determined that the Board has no such 
authority, then the allegation is now made 
that Section 1207 of the Revenue Act of 1926 
is unconstitutional, null, and void. 

It has been shown in the preceding argument that 
Section 1207 of the Revenue Act of 1926 is an attempt 
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by Congress to interpret prior revenue laws. | The 
action is a usurpation of the prerogatives of thelJudi- 
cial Department. Article III, Section 1, of the| Con¬ 
stitution provides in part that: 

“The judicial Power of the United States shall 
be vested in one supreme Court, and in! such 
inferior Courts as the Congress may from thne to 
time ordain and establish.’^ 

The object of this section is to provide for the Estab¬ 
lishment of a judiciary of the United Statesj as a 
department of the Government independent |in its 
own sphere. The declaration of the Constitutiop that 
the judicial power shall be vested in certain courts 
is equivalent to a provision that no judicial pokver is 
vested in Congress. This is an imperative inhibition 
which no legislative act can relieve or modify.! Also 
it is well established that the various departments of 
the Federal Government possess only those j^^^wers 
which are expressly or impliedly conferred on| them 
by the Constitution. South Carolina v. United States, 
199 U. S. 437; United States v. McCullagh, 221 Fed. 
288. The power to interpret and construe a| prior 
revenue law such as we are here concerned with has 
not been conferred upon Congress. I 

The distinction between the functions of the jlidicial 
department and the legislative department is clearly 
defined. The one determines what the law i$, and 
what the right of the parties are, with reference to 
transactions already had; the other prescribes what 
the law shall be in future cases arising under it. ;When- 
ever an act undertakes to determine a question of 
right or obligation, or of property, as the fouiidation 
upon which it proceeds, such act is to that e^ttent a 
judicial one and not the proper exercise of legUlative 
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functions. Per Field, J., in Union Pacific R. Co, v. 
United States, 99 U. S. 700. In fine, the law is applied 
by the one and made by the other. Under such dis¬ 
tribution of function it is essential to the administra¬ 
tion of the Federal Government that the lines which 
separate the coordinate departments shall be observed 
by each without any encroachment on the powers 
confided to the other. On this subject Chief Justice 
Marshall,; in Marhury v. Madison (1 Cranch. 137), 
said that it was of the very essence of judicial duty for 
the courts to say what the law is, and that in a par¬ 
ticular case to which both the law and the Constitution 
apply the courts must regard the Constitution as 
superior to any act of the Legislature and decide the 
case conformable to the Constitution, disregarding the 
law. 

Cooley, in his “Constitutional Limitations^’ (p. 192, 
6th Ed.), says: 

Being required to declare what the law is in the 
cases which come before them, they must enforce 
the Constitution as the paramount law, whenever 
the legislative enactment comes in conflict with 
it. 

I 

The Guarantee Construction Company case was suf¬ 
fered by appellee to remain as decided in the Board 
of Tax Appeals. Had it been taken into the courts, 
the decision of the Board undoubtedly would have been 
sustained. To avoid this. Section 1207 in the Revenue 
Act of 1926 was passed, interpreting a statute that 
had been enacted more than seven years prior. (Reve¬ 
nue Act of 1918 w’as passed February 24,1919.) Such 
action appellant contends is beyond the powers either 
expressly or impliedly conferred upon Congress. 
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In the Virginia Coupon cases— Gorman v. Sir^king 
Fund CommWj 25 Fed. 647, the Court held where a 
statute is passed by a Legislature declaratory of the 
meaning of a statute previously passed by that body, 
such interpretative act can not be retrospective ib its 
operation, and deprive the courts of the power to put 
their own interpretation upon the original statutd and 
determine rights vested under it prior to the passajge of 
the interpretative statute. The sound logic of the 
above case seems equally applicable to the case at 
bar. I 

The judicial power covers every legislative a0t of 
Congress, whether it be made within the limits of its 
delegated powers or be an assumption of power beyond 
the grants in the Constitution. Ahleman v. J^ooth, 
21 How. 520. See also— Powell v. Pennsylvanid\, 127 

U. S. 686; Gordon v. U, S., 117 U. S. 705; Coopr v. 

Telfair, 4 Dali. 14; Chicago, etc., R. Co. v. Wellman, 
143 U. S. 345; Close v. Glenwood Cemetery, 107 S. 
475; U. S. V. Harris, 106 U. S. 635; Trade-mark cases, 
100 U. S. 96; Hylton v. U. S., 3 Dali. 175. | 

The Constitution imposes upon the judicial depart¬ 
ment the solemn duty of interpreting the laws!; and 
however disagreeable that duty may be, in | cases 
where its own judgment shall differ from that of iother 
high functionaries it is not at liberty to surrendeii or to 
waive it. U. S. v. Dickson, 15 Pet. 162; Muskrat v. 

V. S., 219 U. S. 346; U. S. v. Freund, 290 Fed. 411- 

CONCLUSION. j 

The facts indicate that before the close of th^ year 
1920 appellant had definitely determined and charged 
off its books $11,000 for losses on bad debts. | This 
amount was deducted in the return and disallowed by 
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appellee. The evidence is uncontradicted and must 
prevail. It is therefore submitted that this court 
should find and hold the Board of Tax Appeals erred 
in sustaining appellee in his contention that the net 
income determined by him should not be reduced for 
losses or bad debts as aforesaid. 

The reduction of 1920 invested capital in the amount 
of $15,249.21 for 1919 income taxes prorated is with¬ 
out statutory warrant and invalid, and the holding of 
the Board in this case to the contrary is erroneous. 

Wherefore, appellant prays this honorable court 
will grant the relief sought. 

' Respectfully submitted. 

Geo. E. H. Goodner, 

Attorney for Appellant. 

Address: Munsey Building, 
Washington, D. C. 

Paul D. Banning, 

Of Counsel. 
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In the Court of Appeals of the District 

of Columbia | 

October Term, 1929 I 

I 

No. 4927 I 

Davidson Grocery Company^ appellant 

I 

I 

COMAIISSIONER OF INTERNAL REVENUE^ APPELLEE 

1 

APPEAL FROM THE BOARD OF TAX APPEALd\ 

\ 

i 

I 

BRIEF FOR APPELLEE 

i 

PREVIOUS OPINION 

I 

The only previous opinion in the present i case is 
that of the United States Board of Tax Appeals 

(R. 12-15), which is reported in 12 B. T. A. |181. 

i 

JURISDICTION 

The appeal in this case involves income and 
profits taxes for the year 1920 in the amoimt of 
$6,063.03 (R. 15) and is taken iTom a decision (or¬ 
der of redetermination) of the United States Board 
of Tax Appeals entered May 31,1928. The | case is 
brought to this court by a petition for review filed 



I 
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November 30, 1928 (R. 17), pursuant to the Reve¬ 
nue Act of 1926, c. 27, Sections 1001,1002, and 1003, 
44 Stat. 9,109,110. 

QUESTIONS PBESENTEI) 

1. Where appellant estimated that portions of 
certain accoimts were uncollectible and charged off 
such amounl^s, may deductions therefor be allowed 
xmder the Revenue Act of 1918 as ‘‘debts ascer¬ 
tained to be worthless and charged off within the 
taxable year’’? 

2. May the uncollectible portions of debts owing 
to appellant which are charged off within the year 
be deducted under the Revenue Act of 1918, either 
as bad debts or as losses at the option of the appel¬ 
lant? 

3. Was invested capital for 1920 properly re¬ 
duced by the appellee for 1919 income and profits 
taxes prorated due and payable in 1920? Is Sec¬ 
tion 1207 of the Revenue Act of 1926 unconstitu¬ 
tional? 

STATUTES AND BEUpXATIONS INVOLVED 

The pertinent provisions of the Revenue Acts of 
1918 and 1926 are as follows: 

Revenue Act of 1918, c. 18, 40 Stat. 1057: 

Sec. 234. (a) That in computing the net 
income of a corporation subject to the tax 
imposed by section 230 there shall be allowed 
as deductions: 

***** 
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i 

I 

I 
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(4) Losses sustained during the | taxable 

year and not compensated for by insurance 
or otherwise; i 

(5) Debts ascertained to be worthless and 
charged off within the taxable year ;| 

Sec. 326. (a) That as used in this title 
the term ^‘invested capital” for apy year 
means (except as provided in subdivisions 

(b) and (c) of this section): i 

* * * * ! * 

i 

(2) Actual cash value of tangible prop¬ 
erty, other than cash, bona fide paid in for 
stock or shares, at the time of such payment, 
but in no case to exceed the par valiiie of the 
original stock or shares specifically^ issued 
therefor, unless the actual cash value of 

I 

such tangible property at the timej paid in 
is shown to the satisfaction of the Commis- 
sioner to have been clearly and substantially 
in excess of such par value, in which case 
such excess shall be treated as paid-in sur¬ 
plus : * * *. 

(3) Paid-in or earned surplus |and im- 

divided profits, not including surplus and 

undivided profits earned during the year; 

* * * * ! * 

(d) The invested capital for period 
shall be the average invested capitalj for such 
period, but in the case of a corporation mak¬ 
ing a return for a fractional part of a year 
it shall (except for the purpose bf para¬ 
graph (2) of subdivision (a) of section 311) 
be the same fractional part of such average 
invested capital. 
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Revenue A.ct of 1926, c. 27, 44 Stat. 9: 

Sec. 1207. The computation of invested 
capital for any taxable year under the Reve¬ 
nue Act of 1917, the Revenue Act of 1918, 
and the Revenue Act of 1921, shall be con¬ 
sidered as having been correctly made, so far 
as relating to the inclusion in invested capi¬ 
tal for such year of income, war profits, or 
excess-profits taxes for the preceding year, 
if made in accordance with the regulations 
in force in respect of such taxable year ap¬ 
plicable to the relationship between invested 
capital of one year and taxes for the preced¬ 
ing year. 

Treasury Regulations 45 (1920 Edition), pro¬ 
mulgated for the enforcement of the Revenue Act 
of 1918: 

Art. 141. Losses .—Losses sustained dur¬ 
ing the taxable year and not compensated 
for by insurance or otheiwise are fully de¬ 
ductible (except by nonresident aliens) if 
(a) incurred in the taxpayer’s trade or 
business, or (h) incurred in any transaction 
entered into for profit, or (c) arising from 
fires, storms, shipwreck, or other casualty, 
or from . theft. They must usually be 
evidenced by closed and completed trans¬ 
actions * * *. 

Art. 151. Bad debts .—^An account merely 
written down or a debt recognized as worth¬ 
less prior to the beginning of the taxable year 
is not deductible. Where all the surround¬ 
ing and attendant circumstances indicate 
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that a debt is worthless and uncollectible 
and that legal action to enforce payment 
would in all probability not result jin the 
satisfaction of execution on a judgtnent, a 
showing of these facts will be sufficient evi- 
dence of the worthlessness of the debt'for the 
purpose of deduction. Bankruptcy !may or 
may not be an indication of the worthless¬ 
ness of a debt, and actual determination of 
worthlessness in such a case is sometimes 
possible before and at other times only when 
a settlement in bankruptcy shall have been 
had. Where a taxpayer ascertained a debt 
to be w’orthless and charged it off in ohe year, 
the mere fact that bankruptcy proceedings 
instituted against the debtor are terminated 
in a later year confirming the conclusion that 
the debt is worthless will not authorize shift¬ 
ing the deduction to such later year. I In the 
case of debts existing prior to Marcti 1,1913, 
only their value on that date may be deducted 
upon subsequently ascertaining thehi to be 
worthless. See article 52. If a taxpayer 
computes his income upon the basis :of valu¬ 
ing his notes or accounts receivable! at their 
fair market value when received, which may 
be less than their face value, thej amount 
deductible for bad debts in any case i$ limited 
to such original valuation. i 

Aet. 845. Surplus and undivided projtts; 
reserve for income and excess profits' taxes .— 
For the purpose of computing invested cap¬ 
ital federal income and war profits! and ex¬ 
cess profits taxes are deemed to have been 


I 
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paid out of the net income of the taxable year 
for which they are levied. It is immaterial, 
therefore, whether reserves for the payment 
of such taxes for the preceding year have 
been set up or not, or if set up whether such 
taxes when paid have actually been charged 
against such reserves. Amounts payable on 
account of such taxes for the preceding year 
may be included in the computation of in¬ 
vested capital only until such taxes become 
due and payable. A deduction from the in¬ 
vested capital as of the beginning of the tax¬ 
able year must therefore be made for such 
taxes or any installment thereof, averaged 
for the proportionate part of the taxable year 
after the date when the tax or the install¬ 
ment is due and payable. Where, as a result 
of an audit by the Commissioner, or the ac¬ 
ceptance of an amended return, or for any 
other reason, the amount of any such tax for 
the preceding year is subsequently changed, 
a corresponding adjustment will be made in 
the invested capital for the taxable year upon 
the same basis as if the corrected amount of 
the tax for the preceding year had been used 
in'the original computation of the invested 
capital for the taxable year. See articles 
1541 and 1542. 

STATEMENT OE FACTS 

The Board of Tax Appeals found the facts as 
follows (R. 10-12): 

Appellant is an Idaho corporation organized in 
1920, with principal of&ce at Boise. Ever since 
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organization it has been engaged in the wholesale 
grocery business. | 

During the year 1920, and prior thereto, the 
appellant sold merchandise on open account s to cus¬ 
tomers whose names are given below and I at the 
close of 1920 these customers owed the amounts set 
opposite their names: 


W. C. Martin_^7,477.45- 

Silver Creek Mercantile Co__ 4,953. 8S- 

E. M. Small_| 8,068.50 

J. T. Foster_| 2,584. OS 

Byrne Brothers_ i 7,048. 1 5 

D. H. Clare & Son_| 1, 635. 00 


The first customer named above took bankruptcy 
in 1920, and all the others made assignments to the 
Boise Association of Credit Men for the behefit of 

j 

their creditors. I 

1 

W. C. Martin was adjudged a bankrupt ion No¬ 
vember 1, 1920, and the first meeting of creditors 
was held on November 18,1920. On final settlement 

I 

in 1921, or subsequent years, his creditors were paid 


a little over 48% of their claims, the appellant’s 
claim, which was proved, being $7,423.58.! After 
learning the amount of Martin’s assets and the 


claims which had been proved against him th0 presi¬ 
dent of the appellant determined that at least $3,000 

of its claim would never be paid and authorized the 

1 

bookkeeper to charge ofl this amount to profit and 
loss on December 31, 1920. The ultimate loss was 
greater than the amount charged off. 

I 

The Silver Creek Mercantile Co. made an! assign¬ 
ment for the benefit of its creditors on November 27, 

79640—20-2 I 


j 


I 

I 
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1920. Appellant’s claim was $4,953.05 of which it 
ultimately recovered $2,211.52. After examining 
the assets and liabilities of this customer the presi¬ 
dent of the appellant authorized the bookkeeper to 
charge oh[ at the end of 1920, $2,500 as a determined 
loss, no part of which has ever been recovered. 

E. M. Small made an assignment for the benefit 
of his creditors on November 17,1920. Appellant’s 
claim was $8,068.50 and up to the present time ap- 
pellent has received less than $6,000. After ascer¬ 
taining the assets and liabilities of Small, appellant, 
on December 31,1920, charged ofi $1,000 of this ac¬ 
count as being uncollectible. 

In the same manner the appellant determined on 
or prior to December 31,1920, that only a portion of 
the accoimts of J. T. Foster, Byi*ne Brothers, and 
D. H. Clare & Son would be collected and authorized 
the bookkeeper to charge off to profit and loss 
$1,000, $3,000, and $500, respectively. The losses 
actually sustained on all of these accounts proved to 
be greater than the amoimts charged off in 1920. 
The determination of the appellant as to the amount 
•of the losses which would be sustained upon all of 
these accounts was made by the president of the ap¬ 
pellant corporation upon the basis of the assets and 
liabilities of the several debtors. 

The Boise Association of Credit Men charges 10% 
on all collections of claims handled by it so that the 
creditor never receives more than 90% of his claim 
when handled through the Association and this was 
known by the appellant in 1920. 
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The notice of deficiency upon which this jiroceed- 
ing is based shows that the deficiency for 1^20 was 
computed as follows: I 

i 

Net income as shown by revenue agent's report dated ■ 

May 19, 1924-$i29,778.49 


Invested capital as shown by revenue agent’s report_ 

Add: 1919 tax as shown in revenue agent's 

report. $41,398.21 prorated_$17,445.21 

Less: 1919 tax as shown in Bureau letter 
dated Feb. 11, 1925, $36,187.03 prorated_ 15. 249.21 


626,933.38 


2,196.00 


8% of invested capital_ ^50,330.35 

Exemption_ ” '''' 


Per cent 
of capital 

207c_ 

Balance_ 


Excesff-profits tax 
Income Credit Taxable 

.25, 825. 88 $53,330. 35 $72. 495.5 
3,952.61 _ 3, 952. 6 


Totals_ 129, 778.49 53,330.35 76, 448.14 

Income tax ' 

I 

Xet inc'ome_$129. 778. 49 | 

Less: I 

Excess profits tax_$16,080.15 i 

Exemption_ 2,000. 00 I 

-IS, OSO. 15 j 


_.$$29,129,38 


$50,330.35 

— 

i 3,000.00 

i 

— 

$53,330.35 

[ 

Rate 

! 

1 Tax 

207o 

$14,499,11 

40% 

1 1.581.04 

J_ 

i 16, OSO. 15 


Balance taxable at 10%- 111, 698.34 i 

Income tax at lO'/c _ 111, 169. S3 


Total tax assessable- 127,249. 98 

Tax previously assessed: Original tax. Form 1120, Account ! 

#40349_ ;21,186.95 

Deficiency in tax- j 6, 063. 03 

r 

The Board of Tax Appeals sustained the Cbmmis- 
sioner and redetermined a deficiency for the year 
1920 in the amoimt of $6,063.03 (R. 15) froni which 
order this appeal is prosecuted. 


I 


I 

I 

i 
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SUMMARY OF ARGUMENT 

The ruling of the Commissioner being prima facie 
correct, the burden of proof is upon appellant to 
establish its right to the deduction claimed. United 
States y. Rindskopf, 105 U. S. 418; Wickwire v. 
Reinecke, 21 o U. S. 101; Avery v. Commissioner, 22 
F. (2d) 6; W. K. Henderson Iron Works & Sup¬ 
ply Co. V. Blair, 25 F. (2d) 538. Under the Reve¬ 
nue Act of 1918, it is not allowable to charge ofE 
and deduct part of a debt due. Appeal of Steele 
Cotton Mill Co., 1 B. T. A. 299; Appeal of The 
Murchison National Bank, 1 B. T. A. 617; Toccoa 
Furniture Co. v. Commissioner, 12 B. T. A. 804; 
Gerald A. Wharton et al.. Executors, 13 B. T. A. 
302 ;,Selden v. Heiner, 12 F. (2d) 474; Minnehaha 
National Bank v. Commissioner, 28 F. (2d) 763, 
nor can a deduction for the estimated uncollectible 
portion of debts charged off be allowed as a loss 
under Section 234’ (a) (4) of said Act. Subsec¬ 
tions (4) and (5) are mutually exclusive and deduc¬ 
tions of the one class may not be allowed as deduc¬ 
tions of the other class. Lewellyn v. Electric 
Reduction Co., 275 TJ. S. 243; Porter v. United 
States, 27 F. (2d) 882, affirming 20 F. (2d) 935; 
Electric Reduction Co. v. Lewellyn, 11 F. (2d) 
493, 8 F. (2d) 91. See also Minnehaha National 
Bank v. Commissioner, supra. Under Section 326 
of the Revenue Act of 1918 and Treasury Regula¬ 
tions 45, Article 845, invested capital for any year 
is the average invested capital for that year and 
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must be reduced by the taxes for the antecedent 
year prorated. Nichols v. Sylvester Co!^ 16 F. 
(2d) 98, certiorari denied 273 U. S. IQQyBowers 
V. Max Kaufmann, 18) F. (2d) 69. See al^o W, S. 
Bogle Co. v. Commissioner, 26 F. (2d) 77l. 

Moreover, Section 1207 of the Revenue Act of 
1926 declares that the computation of invesited cap- 

I • 

ital for any year under the Revenue Act | of 1918 
with respect to the inclusion of taxes thei*ein for 
the preceding year shall be correct if made in ac¬ 
cordance with the regulations then in forcb. This 
is a ratification by Congress of acts performed by 
the Commissioner in l!he name of the United States 
under prior revenue laws and is clearly wijthin the 
constitutional powder of Congress. United States v. 
Reinszen & Co., 206 U. S. 370; Rafferty v|. Smith, 
Bell d Co., 257 U. S. 226; Street v. United States, 
133 U. S. 299; Bolles v. Brim-field, 120 U. S| 759. 

Accordingly, the appellee correctly comj^uted in¬ 
vested capital of the appellant for 1920 by deduct¬ 
ing therefrom 1919 taxes prorated due and! payable 
in 1920. 

ABGUMENT 

I I 

Appellant has not sustained burden of proof to show (a) 
its right to deduction of that portion of accounts receiv¬ 
able estimated to be uncollectible in 1920 und^r Section 
234 (a) (5), or (b), that it sustained a loss in isaid year 
under Section 234 (a) (4). I 

It is settled law that the ruling of the Commis- 

I 

sioner is prima facie correct and the burden of 
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proof is upon appellant to establish its claim by a 
fair preponderance of the evidence. United States 

V. Bindskopf, 105 U. S. 418; Wickioire v. Beinecke, 

1 

275 U. S. 101; Avery v. Commissioner, 22 F. (2d) 6; 
Brown v. Commissioner^ 22 F. (2d) 797; TF. K, 
Henderson Iron Works cC* Supply Co, v. Blair, 25 
F. (2d) 538. 

The admitted facts in this case fail to establish 
whether appellant claims a deduction for bad debts 
under Section 234 (a) (5) or for losses under sub¬ 
section (4) of the Revenue Act of 1918. The 
Board of Tax Appeals was forced to assume that 
the deduction was claimed in the return for 1920 
under subsection (5) as debts ascertained to be 
worthless and charged o& within the taxable year. 
(R. 13.) Appellant claims in this court to be en¬ 
titled to a deduction either for bad debts or losses 
in the amount of $11,000. (Br. pp. 4, 12.) 

No pretense is made that the right to deduction 
was proved under either the one section of the law 
or the other. It follows, therefore, that the burden 
of proof was not sustained and the Board correctly 
confirmed the action of the Commissioner. 

Notwithstanding the foregoing, we submit that 
appellant was not entitled to a deduction under 
either of the sections relied upon on the proved 
facts. 

At the close of 1920 appellant had on its 
books six open accounts aggregating in amount 
$31,767.06. Because of the bankruptcy of one 
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debtor and the assignments for the beijiefit of 
creditors by the other debtors, the president of the 

I 

appellant company determined that the ajccounts 
would not be collected in full and authorized the 
bookkeeper to charge oh; the books at the| end of 
the vear the amount of each account estimated to be 

*' I 

uncollectible. The amounts of the several Recounts 

I 

so estimated to be uncollectible and charged ofl at 
the close of 1920 aggregated $11,000, which the 
appellant claims should be deducted from its 
income as bad debts. 

It is evident, and appellant concedes, that the 
debts in respect of which the deduction was sought 
were not ascertained to be worthless and charged 
oh: in their entirety during the year 1920. | On the 
contrary, it was estimated only that a portion of 
these debts would not be collected and it is| the ag¬ 
gregate of these sums that was charged off and is 
claimed as a deductible bad debt or bad debts. The 
appellant relies upon Section 234 (a) (5)| of the 
Revenue Act of 1918 which provides: 

Sec. 234. (a) That in computing;the net 
income of a corporation subject to |the tax 
imposed by section 230 there shall be lallowed ’ 
as deductions: I 


(5) Debts ascertained to be worthless and 
charged ofl within the taxable year. ! 

i 

In construing this provision of the Act iti is to be 
remembered that the statute imposes the tix upon 
^^net income” (Sections 230 and 301) which is de- 
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fined by the statute as gross income” less the de¬ 
ductions therein specified (Section 232) and that 

gross income” shall include all gains or profits and 
income from any source whatsoever. (Sections 
233, 213.) For the purpose of computing the net 
income subject to taxation, Congress granted tax¬ 
payers the right to make certain deductions from 
gross incbme which are enumerated in the Act (Sec¬ 
tion 234 (a)) and before any deduction may be 
made, it, of course, must come within one of the 
classes enumerated. 

Article 151 of Regulations 45, made applicable 
to corporations by Article 561, adopted by the De¬ 
partment for the proper enforcement of this Sec¬ 
tion of the Revenue Act of 1918, expressly provides 
that ‘^An account merely written down” is not 
deductible. The appellant argues that this does 
not apply to and does not prohibit the deduction of 
the part of an open account, a debt, determined to 
be uncollectible and charged ofi. Such an argu¬ 
ment, we submit, is not entitled to serious consid¬ 
eration. If an open account is deemed partially 
uncollectible, and to that extent charged off or 
reduced, it seems too obvious for discussion that the 
account is ‘‘merely written down” within the mean¬ 
ing of the Regulations. 

The Board of Tax Appeals has consistently held 
that a part of a debt charged off may not be de¬ 
ducted under the Revenue Act of 1918 as a debt 
ascertained to be worthless, the balance being re- 
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tained on the books as a debt of value. Appeal of 
Steele Cotton Mill Company, 1B. T. A. 299; Appeal 
of The Murchison National Bank, 1 B. T. jA. 617; 

i 

Toccoa Furniture Co, v. Commissioner, 12 B. T. A. 
804; Gerald. A. Wharton et al,. Executors y. Com- 
missioner, 13 B. T. A. 302. Likewise, in every case 
in which this question has been considered^ by the 
courts, it has been held that a deduction las bad 
debts for partially worthless debts is not authorized 
by the Revenue Act of 1918. United States v. 
Klausner (C. C. A. 2d) 25 F. (2d) 608; Minnehaha 

i 

National Bank v. Commissioner (C. C. A. 8th) 28 
F. (2d) 763. I 

The Minnehaha National Bank case involved cir- 

I 

cumstances strikingly similar to the instant case. 
There the bank in 1920 determined that three notes 
held by it were worthless but charged off during the 
year 35% of the aggregate amoimt of these notes 
and four other notes which it had not ascertained 
to be wholly worthless and sought a deduction for 
that amount. The court affirmed the decision of 
the Board of Tax Appeals denying the deduction 
and construing Section 234 (a) (5) of the Revenue 
Act of 1918 said (p. 764) : ' 

It will be observed that this section does 
not permit a partial charge off of a debt as 
do the acts of 1921,1924, and 1926. Holmes, 
Federal Taxes (6th Ed.), p. 993; Title 26, 
Sec. 986, U. S. C. (26 U. S. C. A., Sef 986). 

Undoubtedly the bank could have charged 
off all of the first three notes and deducted 
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the amount thereof from its gross income. 
It did not choose to do this, for the reason 
that it believed it would impair its surplus. 
Since the act requires that the debt be ascer¬ 
tained to be worthless, and that it be charged 
off within the taxable year, and since the act 
does ;not permit a partial charge off and the 
hank did not charge off the whole of any one 
of these debts, we are of the opinion that the 
decision appealed from was right and should 
be affirmed. (Italics ours.) 

The argmnent of the appellant, predicated upon 
the assumption that the decisions of the Board of 
Tax Appeals are based upon the theory that a debt 
is not divisible, is without merit, especially in the 
light of the authorities cited herein. As we have 
pointed out, and the cited cases hold, the Eevenue 
Act of 1918 provides for the deduction of bad debts 
and not debts partly collectible and partly uncol¬ 
lectible. Nor do the cases cited by appellant sup- 

I 

port its position in this case. In Sawyer Tanning 
Company v. C. J. 0^Keefe Shoe Compwnyj 23 F. 
(2d) 717, a District Court decision, the corporation 
ascertained to be worthless and charged off during 
the year the entire amount, and not a part only, of 
an open account for goods sold. The court held 
that the charge off was in good faith and at that 
time it was reasonably deemed worthless, but since 
at the time of the hearing the amount recoverable 
firom the debtor, in receivership and liquidation, 
was definitely known, it would take such fact into 
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I 

I 

i 


<5onsideration in fixing the amount of the deduction 

I 

allowable. The court simply held that the recover¬ 
able portion of the debt being fixed, for all practical 
purposes received, the balance was deductible as a 
worthless debt. That holding is not incofisistent 
with the contention of appellee. Of course, if a 
debt is paid in part the remaining balanc^ is the 
debt thereafter and if that balance be worthless 

i 

and charged ojff, it is a deductible bad debt] 
Appellant relies primarily on the case of| Selden 
y. Heiner, 12 P. (2d) 474, 5 Am. Fed. T^x Rep. 
5963, but it is submitted that that case isl distin¬ 
guished by the court itself from the instant One and 
that in addition to its not being relevant tO appel¬ 
lant’s contention, is direct authority for the position 

] 

urged by appellee. In that case the appellant was 
owed both on open account and by notes and at- 

I 

tempted to take a charge-off only as to the notes. 
The court, in upholding his right to do this, made 
the very pertinent observation that there was there 
no partial charge-off. That the open account repre¬ 
sented one indebtedness standing by itseW, knd' the 
notes another, and predicated his entire decision 
upon The general proposition, as shown by the au¬ 
thorities dted, that a part of a debt com not be 
charged off, is fully recognized^^ (p. 478). 

It is, therefore, submitted that the appellant may 
not deduct as bad debts the aggregate amouiit of the 
uncollectible portions of the debts in question in 
computing net income for 1920 under the Revenue 

^ i 
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Act of 1918, and the Board of Tax Appeals correctly^ 
so held. 

II 

The estimated uncollectible portions of debts charged off 
during the year may not be deducted under the Revenue 
Act of 1918 as losses sustained within the taxable year*^ 
Subdivisions (4) and (5) of Section 234 (a) of the 
Revenue Act of 191$ are mutually exclusive and an item 
of the one class may not be allowed as a deduction of 
the other class. 

The appellant insists that the amounts of these 
accounts charged off as uncollectible in 1920 con¬ 
stitute a loss and are deductible from gross income 
either as a loss or as bad debts. 

Section 234 (a) (4) of the Revenue Act of 1918 
provides that in computing ‘‘net income” there 
shall be allowed as deductions: 

(4) Losses sustained during the taxable 
year and not compensated for by insurance 
or otherwise. 

Article'141 of Regulations 45 provides as to losses 
that “they must usually be evidenced by closed and 
completed transactions.” 

It is, of course, recognized that in general every 
bad debt results in a loss to the owner, but every 
loss does not result from a worthless debt. Con¬ 
gress recognized this similarity, and yet distinction, 
between losses and bad debts, and in conferring 
upon taxpayers the right to reduce otherwise tax¬ 
able income made separate provision for each class 
of deduction. Losses are deductible only in the^ 
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i 

! 

year during which they are sustained, while bad 
debts must be deducted in the year in whiph they 
are ascertained to be worthless and charged off, 
whether or not they are worthless in factl Con¬ 
gress definitely provided for each class ofi deduc¬ 
tion entirely separate and independent | of the 
other, and clearly intended that deductions of the 
one class should not be allowed as deductions of the 
other class. If it had been intended that taxpayers 

t 

should have the option of taking the deduction 
under either the bad debt clause or the loss pro- 

j 

vision, Congress could have clearly expressed that 
intent. The Act must be construed to give effect to 

I 

all its provisions. It seems evident, therefore, that 
bad debts are deductible, if at all, only under the 
provision expressly made for such deductions, and 
may not be deducted, in the alternative, under the 
loss provisions of the Act. I 

This distinction between the two classes of deduc¬ 
tions has been repeatedly recognized and Enforced 
by the courts. In Electric Reduction Co, vl. LeweU 
lyn, 8 F. (2d) 91, 94, the District Court! for the 
Southern District of New York, construing these 

' i 

provisions of the Revenue Act of 1918, saidi 

! 

(2) We have, under the stati^te, two 
classes of deductions: (1) Bad debts ascer¬ 
tained to be worthless and charged off during 
the taxable year; and (2) losses sustained 
and not compensated for by insuifance or 
otherwise. It thus clearly appears that a loss 
arising from a bad debt is not the character 
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of a loss that is an allowable deduction under 
section 234 (a) (4), above, for, had it been so 
intended, there would be no necessity for 
specifying the two classes of allowable deduc¬ 
tions. The plaintijff lost the money it paid 
Jouravleff on account of the purchase price 
of ore, but that loss arose out of a bad debt, 
which, to be claimed as a deduction from in¬ 
come, must be charged off during the taxable 
year. This was not done. The x)laintiff can 
not recover. 

On appeal to the Circuit Court of Appeals, 11 F. 
(2d) 493, the District Court was reversed on the 
ground that the item in question was a loss and not 
a bad debt, and that the loss was sustained in the 
taxable y6ar, but the same interpretation was given 
the statute with respect to the distinction between 
the classes of deductions. 

The case came before the Supreme Court on writ 
of certiorari, 275 U. S. 243, and that Court also held 
the item in question to be a loss, but reversed the 
Circuit Court of Appeals and affirmed the Dis¬ 
trict Court on the ground that the loss was not sus¬ 
tained during the taxable year. In disposing of 
the case the Supreme Court (p. 246) assumed with¬ 
out deciding that subsection (4) and subsection 

f 

(5) are mutually exclusive so that a loss deductible 
under one may not be deducted under the other. 

In Porter v. United. States, 20 F. (2d) 935, the 
District Court of Idaho, considering the same pro¬ 
visions of the Revenue Act of 1918 said (p. 937) t 
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I 


There appears to be two classes of deduc¬ 
tions under the statute: ‘‘(1) Losses sus¬ 
tained during the taxable year and no;t com¬ 
pensated for by insurance or otherwise, (2) 
Bad debts ascertained to be worthless and 

I _ 

charged off during the taxable year.’P The 
inquiry, then, presents itself: Why did Con¬ 
gress find it necessary to specify thebe two 
classes of allowable deductions, if it did not 

have in mind a distinction between a worth- 

1 

less debt and a loss * | 

If Congress had intended that worthless 
debts, not ascertained and charged ofe dur¬ 
ing the taxable year, should include ‘bosses” 
it would have been very easy to have shid so, 
and, where such intention is not so expressed, 
the difficulty in attempting to apply the pro¬ 
vision of the statute as to ‘Uoss^s” to 
‘^debts’’ is that we are confronted with the 
other express provision of the statute Requir¬ 
ing the taxpayer, before deductions Ran be 
allowed, to first ascertain and charge them 
off as worthless within the time. It I would 
seem impossible to take any other view and 
at the same time recognize the force and 
effect of section 234 (a) (5). I 

That decision was affirmed on appeal to the Cir¬ 
cuit Court of Appeals for the Ninth Circuit, 27 
F. (2d) 882, and referring to this question the 
court said (p. 884) : | 

j 

Section 234 (a) provides that in the case 
of a coiporation there shall be allowed as 
deductions (4) losses sustained during the 
taxable year and not compensated for I by in- 

I 

i 

• I 

j 

i 
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surance or otherwise; (5) debts ascertained 
to be worthless and charged o& within the 
taxable year. 40 St. 1057. (Comp. St. Sec. 
6336-1/8 pp. (a).) Losses, generally speak¬ 
ing, may include debts; but in the statute 
quoted, by the enumeration separately of 
losses and debts. Congress made a distinction 
which must be recognized. 

The same distinction was recognized and given 
effect by the Circuit Court of Appeals for the 
Second Circuit in United States v. Klausner, supra, 
and in the Circuit Court of Appeals for the 
Eighth Circuit in Minnehaha National Bank v. 
Commissioner, supra. 

In the case of Sherman cv Bryan, Inc, v. Com¬ 
missioner, decided by the Circuit Court of Appeals 
for the Second Circuit, not yet reported but found 
in C. C. H., 1929, Vol. Ill, p. 8686, it was held that 
a partial bad debt deduction is held allowable in 
1920 in such sum as represents the portion of the 
debt then ascertained to be uncollectible. 

The court there took the view, contrary to the 
authorities heretofore cited, that clauses (4) and 
(5) of Section 234 (a) of the Act of 1918 were not 
mutually exclusive and while it upheld the Com¬ 
missioner in refusing to allow the charge off of the 
whole amount of the claim as a bad debt further 
held that as the creditor had gone into receivership 
in 1919 and on a sale of the assets doubt had arisen 
as to the purchaser complying with his contract of 
purchase there had been a definite loss sustained and 
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the taxpayer was entitled to deduct such loss |under 
clause (4). While we do not agree with th^ view 
of the court which is contra the view set forth!in the 
cases hereinbefore referred to we submit that the 
fact situation clearly distinguishes that case from 
the case at bar, I 

The decisions of the Board of Tax Appeals cited 
by the appellant (Br, p. 17) are not inconsistent 
with the construction of the Act contended for 
herein and applied by the courts in the decisions 
above cited. In each of those cases the poard 

I 

foimd that a portion of the preexisting obligation 
of the debtor was canceled by the creditor I and a 

i 

new obligation or asset accepted in full discharge 
of the old. It was held that after cancellation the 
part canceled no longer constituted a debt, but 
thereupon the creditor sustained a loss which! might 
be deducted under the appropriate provisions of the 
Act. In the instant case there has been ho can¬ 
cellation of any part of the debts in question and 
an acceptance by the appellant of new obligations 
or assets in lieu of the old. | 

I 

We submit that on the facts of this case no loss 

1 

was sustained during the taxable year 1920 in 
respect of any of the accounts in questions The 
evidence relating to the determination o:^ these 

i 

alleged losses consists of the testimony of the I Presi¬ 
dent of the appellant, found on pages 24-261 of the 

_ ! 

record. The witness on direct examination was 

asked to explain how he arrived at the dijfferent 

I 

amounts to charge off these accounts in 1920, | and in 
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reply he said: investigated the assets and liabili¬ 
ties and guess at what future loss I w’ould have to 
take and instructed my bookkeeper to charge off 
these various amounts to profit and loss. ” (R. 25.) 

Thus it appears there was no ascertainment of a 
present loss in 1920. At the most, the President of 
the appellant guessed at tvhat the future loss tvoidd 
he and authorised the charge off of this anticipated 
future loss. This was mere prophecy as stated in 
the case of LeiveUyn v. Electyic Beduction Co., 
supra, and its truth or falsity as shown by subse¬ 
quent events will not aid the claim that a i^resent 
loss had been sustained. Appellant further con¬ 
tends (Br. p. 14) that 10% of the aggregate amount 
of those accounts owed by debtors who made assign¬ 
ments for the benefit of creditors is deductible as a 
loss in any event. This contention is based upon 
the fact that the assignments were made to the 
credit association which charged a fee of 10% for 
collecting accounts. The appellant apparently as¬ 
sumes that the full amount of these accounts would 
be collected by the association, for the deduction 
here claimed is for 10% of the entire amount and 
not that' amount less the portions which it is claimed 
were determined to be uncollectible. It is difficult 
to conceive how the appellant can have charged off 
a portion of these accounts as uncollectible and at 
the same time could have sustained a loss of an 
amount arrived at by a percentage to be paid for 
collection in full. Furthermore, while we do not 
concede that the 10% collection fee to the associa- 
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I 
i 

tion could in any event be a deductible loss (it ^ould 
seem to be more in the nature of an expense if any¬ 
thing), it is apparent that no loss was sustained by 
reason thereof in 1920. Then nothing had been col- 

i 

lected and until collection was made, not only was 
the amount payable to the association indeterminate 
but also there was no obligation to pay the 10% and 
no loss to appellant could result. . I 

III j 

Under the Revenue Act of 1918, Section 326 and Treasury 
Regulations 45, Article 845, invested capital fpr 1920 
must be reduced for 1919 taxes, prorated, due arid pay¬ 
able in 1920. Section 1207, Revenue Act of 1926, ex¬ 
pressly declares that invested capital so computed shall 
be correct. Section 1207 is constitutional legislation 

In computing the profits taxes for the yeaii 1920, 

i 

the appellee, for the purpose of ascertainiiig the 
credit allowable, reduced the appellant’s invested 
capital for that year by a proportionate amount of 
the 1919 taxes due and payable in 1920. The Board 

I 

of Tax Appeals held that by virtue of Sectioti 1207 
of the Revenue Act of 1926, the invested capital for 
1920 was properly reduced by the appellee.! The 
appellant contends that prior to the passage bf the 
Revenue Act of 1926, there was no authority in 
the law for the reduction of invested capital of the 
taxable year for prior yearns taxes due and pay¬ 
able in the taxable year. It further contendk that 
Section 1207 of the Revenue Act of 1926 is uncon¬ 
stitutional, null and void, on the ground thaj; it is 

I 

• 

I 

i 

i 
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an attempt by Congress to invade the power of the 
judiciary. 

Section 326 of the Revenue Act of 1918, after 
defining in subdivision (a) the term ^invested 
capital,’’ and excluding by subdivision (b) bor¬ 
rowed capital from the term, and specifying in sub¬ 
division (c) that invested capital as defined shall 
be adjusted for inadmissible assets, provided in 
subdivision (d) that: 

Sec. 326. (d) The invested capital for any 
period shall be the average invested capital 
for such period, but in the case of a cor¬ 
poration making a return for a fractional 
part of a year, it shall (except for the pur¬ 
pose of paragraph (2) of subdivision (a) of 
section 311) be the same fractional part of 
such average invested capital. 

Thus the Act expressly declared that the invested 
capital for the year shall be the average invested 
capital for the year. By virtue of this authority. 
Treasury Regulations 45, Article 845, provided for 
the computation of invested capital by the deduc¬ 
tion of taxes for the preceding year as therein 
stated. Section 1309 of the Act authorized the 
Commissioner, with the approval of the Secretary, 
to make needful rules and regulations for the 
enforcement of the provisions of the Act. 

That the interpretation thus placed by the De¬ 
partment upon the statute, which declares that the 
invested capital shall be the average invested capi¬ 
tal, is reasonable and the proper construction of the 
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Act seems apparent. The amount of the tkx im¬ 
posed for the preceding year becomes fixed and 
•determinable at the close of that year. At that 
time the taxpayer’s liability to the Government for 
the amount of tax is fixed and the taxpayer is then 
indebted to the Government for the amount I of the 
tax. When that tax becomes due and payable un¬ 
der the provisions of the Act in the succeeding 
taxable year, the taxpayer is obligated to p^y the 
amount thereof to the Government and it can not 
complain that it has been permitted to use that sum 
during the period between the close of the prefeeding 
year and the due date falling in the following year. 
From the time the tax becomes due and payable, it 
is money owing to the Government and cin not 
properly be considered capital invested in the tax¬ 
payer’s business, certainly not invested capital of 
the taxpayer within the meaning of the statute. 

This view of the statute is supported by the de¬ 
cision of the Circuit Court of Appeals for the First 
Circuit in Nichols v. Sylvester Co., 16 F. (2d) 98, 
where the court considered a similar provision of 
the Revenue Act of 1917. In that case it was held 
that the corporation keeping its books and niaking 
returns on the accrual basis could not incltide in 
its invested capital for the fiscal year ended| June, 
1918, the amoimt of the tax imposed by the | Reve¬ 
nue Act of 1917 for the fiscal year ended'June, 
1917, the tax not being paid until June, 1918, be- 
•cause of extensions granted by the Commissioner 
of the time for payment as fixed by the statute. The 
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court approved the action of the Commissioner 
deducting the 1917 tax from 1918 invested capital 
as of December 15,1917, when the tax was due and 

I 

payable; The court said (pp. 98-99): 

The facts that the retroactive feature of 
the Act of October 3, 1917, and the result¬ 
ant extensions for returns gave the plaintiff 
the use of the money, otherwise payable to 
the government from its profits made during 
the year ending June 30,1917, did not make 
this money legally a part of its average in¬ 
vested capital during that period of almost 
a year, and thus operate to reduce its tax for 
1918. Potentially this money belonged to 
the United States on July 1, 1917. It was, 
so to speak, accidental that the government 
did not and could not enforce its right to 
possession until June 14,1918. * * * The 
liability for the 1917 tax arose on the passage 
of the act, October 3, 1917, and was actually 
fixed by the act as of January 1,1917. The 
return for this additional tax was, in theory, 
then overdue. True, under section 14 (a) 
of the 1916 act, it would not have been ‘‘due 
'and payable” until December 15, 1917, 165 
days from June 30, 1917, as the Commis¬ 
sioner ruled. But the extensions for mak¬ 
ing returns, granted as much for the benefit 
of the taxpayer as of the government, could 
not transmute a liability of 1917 into a legal 
asset for 1918. 

The Circuit Court of Appeals for the Second 
Circuit in Bowers v. Max Kaafmann & Co., 18 F* 


29 


(2d) 69, construing the same provisions of th^ Rev« 
enue Act of 1918 as are involved in this case, held 
that the Commissioner in computing 1918 |)rofits 
taxes properly reduced the invested capital of 1918- 
for 1917 taxes due and payable in 1918. The court 

said (p. 73) : | 

j 

In the view we take of the deduction of 
^”'^ih%1917 taxes from invested capital fof 1918, 
it becomes unnecessary to consider the I effect 
of section 1207 of the Revenue Act of 1926^ 

(44 Stat. 129.) | 

To the same effect is W, S, Bogle c& Company v. 
Commissioner, 26 F. (2d) 771; United Staples v. 
Yale & Towne Mcmufacturing Company, 2691TJ. S.. 
422. I 

Thus it appears that the appellee in comi^uting 
profits taxes for 1920 under the Revenue Act of 
1918 and the Regulations adopted pursuant thereto, 
properly reduced the invested capital of the ap¬ 
pellant for that year on account of 1919 taxes due 
and payable in 1920, prorated from the dat^ such 
taxes became due and payable. It is conceded that 
the Board of Tax Appeals in Guarantee Construc¬ 
tion Company, 2 B. T. A. 1145, held to the contrary 
but it is submitted that in the light of the decisions, 
of the Circuit Courts of Appeals herein cite'd, the 
decision of the Board in that case can nbt be 
supported. | 

In the present case, however, the Board rested its 
decision on this question upon Section 1207 bf the 
Revenue Act of 1926, in force when this proceeding- 


I 
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was heard and decided, which provides that the com¬ 
putation of invested capital for any taxable year 
imder the Eevenue Act of 1918 shall be deemed cor¬ 
rectly made with respect to the inclusion therein of 
taxes for the preceding year if made in accordance 
with the Regulations then in force. It is not con¬ 
tended by appellant that the computation by appel¬ 
lee of its invested capital for 1920, with respect to 
including therein 1919 taxes, was not made in ac¬ 
cordance with Article 845 of Regulations 45 which 
were in force at that time. Appellant contends, 
however, that Section 1207 of the Revenue Act of 
1926 is unconstitutional, null and void. 

Section 1207, when properly construed, is no more 
than a ratification by Congress of acts performed in 
its name by the Commissioner of Internal Revenue 
under authority and in enforcement of previous en¬ 
actments of Congress. The plain language of the 
Section shows that Congress intended to, and did 
thereby, ratify, if ratification was necessary, certain 
acts of a governmental official, the Commissioner of 
Internal Revenue, performed under authority 
deemed to have been conferred by prior statutes, 
which acts might have been considered illegal for 
lack of authority under the prior law. 

That Congress has full power to validate or 
ratify by subsequent legislation, acts performed 
imder prior statutes, although not authorized by the 
earlier laws, is settled by many decisions of the 
United States Supreme Court and is no longer open 
to question. United States v. Heinszen & Co., 206 


I 


i 
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U. S. 370; Rafferty v. Smith, Bell & Co., 257 iTJ. S. 
226; Street v. United States, 133 U. S. 299. iSuch 
statutes are not subject to the imputation of jbeing^ 
assumptions of judicial power. Freehorn v. Smith,. 

2 Wall. 160. No constitutional inhibition i$ vio- 

\ I 

lated by such legislation. In United States v. 
Heinszen & Go., supra, the Supreme Court helii that 
an act of Congress validating and ratifying the im- 

j 

position and collection of tariff duties upon im¬ 
ports into the Philippine Islands from the United 
States which were not legally imposed and collected 
under the laws in force at that time, was not Uncon¬ 
stitutional and the tax collected could not be recov¬ 
ered although suit therefor had been instituted 
prior to the enactment of the ratifying statute. 

The cases cited by the appellant in support! of its 
present contention are not in point. They refer to 
the division of governmental powers amohg the 
three departments of Government and thei well- 
settled rule that one department may not encroach . 
upon the powers or invade the province bf the 
others, or that Congress may not by a later enact¬ 
ment destroy a vested right. However soimd such 

I 

decisions may be they have no application to the 
present inquiry. I 

It is, therefore, submitted that the appellee cor¬ 
rectly and with full authority of law reduced ap¬ 
pellant’s invested capital for 1920 on account of 
1919 taxes due and payable in 1920, and the Board 
of Tax Appeals did not err in so holding. 

I 

I 

i 

i 

I 

I 

t 

j 
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IV 

The failure of the Board of Tax Appeals to find as a fact 
that the appellant deducted in its income-tax return for 
1920 the amounts charged off as losses or as bad debts 
and that the appellee disallowed such deductions was not 
error and in any event is not reversible error 

The appellant assigns as error the failure of the 
Board of Tax Appeals to find that it deducted the 
amounts charged oil in its income-tax return for 
1920 as losses sustained or had debts ascertained to 
be worthless within the year and that this deduc¬ 
tion was disallowed by the appellee. Reference is 
made by the appellant in its brief (p. 15) to the 
statement made by the Board in its opinion that 
(R. 13): ‘‘Whether the petitioner deducted from 
gross income in its return for 1920 any amount for 
bad debts and whether any amount deducted was 
disallowed by the respondent in the computation of 
the deficiency is not in evidence.’’ From this, it 
is argued that the Board disregarded the testimony 
of appellant’s witness that (R. 25): “Question. 
Were these losses set up as losses by you in your 
Income Report for the year 1920 ? A. They were. 
Q. Were they allowed ^ A. They were not allowed. ’ ’ 
It does not follow, however, from the Board’s 
observation quoted above that it disregarded this 
evidence. The testimony of the witness just 
quoted is the only evidence in the record in any 
way relating to whether or not the deductions were 
claimed in the tax return and disallowed by the 
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appellee. It might well be that the Board, Igiving 
this testimony due weight, did not consider it suf¬ 
ficient to establish that fact. Under these cir¬ 
cumstances, it can not be said that the Board erred 
in not finding the fact and this Court will hot re¬ 
weigh the evidence before the Board. W. K, 
Henderson Iron Works & Supply Co, v. Blair, 25 
P. (2d) 538. 

As has been suggested, the failure of proof | on the 
part of the appellant made it necessary j^or the 
Board to iDroceed upon the assumption that the de¬ 
duction was in fact claimed in the tax return and 
disallowed by the appellee as debts ascertained to be 
worthless. The testimony indicates that the yitness 
was claiming the deduction as a loss. Appellant 
contends in his brief that the Board should have 

I _ 

found a deduction ^‘for losses on bad debts.’! (Br. 
p. 16.) So a]3pellant does not seem to know whether 
it claims a deduction for bad debts or for a Ibss sus¬ 
tained. In its opinion immediately after the re¬ 
marks quoted above, the Board said (R. 13): f Upon 
the assumption, however, that the $11,000 in ques- 

I 

tion was claimed as a deduction from gross income 
in the tax return, we are of the opinion that the 
amount is not a legal deduction from gross income.” 

« I 

CONCIiTJSION I 

i 

It is respectfully submitted that those portions 
of open accounts estimated to be uncoUectilple and 
charged ofi in 1920 by the appellant, may I not be 
deducted from income of that year under the Rev- 


I 
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enue Act of 1918, either as bad debts or as losses 
and that the appellee properly and correctly re¬ 
duced 1920 invested capital for 1919 taxes due and 
payable in 1920. . Accordingly, the decision of the 
Board of Tax Appeals should be affirmed. 

Sewall Key, 

■ F. Edward Mitchell^ 

Special Assistants to the Atton^ey General. 

C. M. Charest, 

General Counsel, Bureau 

of Internal Revenue, 

John MacC. Hudson, 

Special Attorney, Bureau 
' of Internal Revenue, 

Of Counsel. 

November, 1929. 


U. S 6CVEHKMINT rRINTEMS OfF>CE:»»» 




OGUHTQP-APPSALS 

DiSrnKCTOFCOUJMBl^ 

FILE© 



I N THE 


(J0tt:[t 0f of (JfoIumMa, 

January Term, 1929. 

No. 4927. 


Davidson Gkocery Company, Appellant, 

V. 

Commissioner of Internal Revenue, Appellee. 


On Petition for Review of Decision of the United 
States Board of Tax Appeals. 

APPELLANT’S REPLY BRIEF. 


Geo. E. H. Goodner, 
Attorney for Appellant, 
Address: Mimsey Building, 
Washington, D. C. 


Paul D. Banning, 
Of Counsel. 







I 


IN THE I 

0f 0| (ll0lttmfca. 

! 

January Term^ 1929. j 


No. 4927. 


Davidson Grocery Company, Appellant, | 

V. i 

I 

Commissioner of Internal Revenue, AppeWee. 
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Appellant’s brief was filed May 10, 1929; and ap¬ 
pellee’s brief on November 8, 1929. At the hearing 
on November 15, 1929, the Court granted appellant 
ten days from that date in which to file a reply bribf. 

So many extreme propositions and subtle arguments 
have been urged by appellee that an answer is fitting 
and proper. The points argued by appellee will be 
considered in the order set out in his brief. I 

I 

I 

I 

Question. 

On the second page of appellee’s brief the first ques¬ 
tion presented is: 

i 

1. Where appellant estimated that poijtions 
of certain accounts were uncollectible and charged 
off such amoimts, may deductions be allowed 


I 

I 

I 
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under the Revenue Act of 1918 as debts ascer¬ 
tained to be worthless and charged off within the 
taxable year?^^ 

By no means does the foregoing represent the real 
issue. In framing his question appellee uses the word 
estimated^ ^ thereby inferring that appellant arrived 
at the worthlessness from incomplete data, but that is 
not the case. The evidence shows, and the Board so 
found, that one of the debtors had gone into bankruptcy 
and the others had made assignments for the benefit of 
creditors; that appellant, after learning the amount of 
each debtor^s assets and habilities, determined the un¬ 
collectible part of its claim, and on December 31, 1920, 
charged off that amount. (Record p. 10,11.) Nowhere 
in the Board^s decision is there any inference that 
the amounts were merely estimated. Furthermore, 
the facts clearly show that the charge-off in each case 
was definitely determined to be lost. Thus does 
appellee in opening his brief present an erroneous as¬ 
sumption and, by arguing from the false premise, at¬ 
tempt to prove a proposition that is not at issue. 
Briefly the question is—whether or not the Revenue 
Act of 1918 prohibits the deduction in 1920 of the part 
of the accounts determined to be worthless in that 
year. 


Deduction of Part of a Debt Permitted Under 
Revenue Act of 1918. 

The Commissioner of Internal Revenue has taken 
the position that imder the Revenue Act of 1918 it is 
not allowable to charge off and deduct part of a debt. 
(See page 10 of Appellee’s Brief.) To him it makes no 
difference that the imcollectible portion is known with 
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3 I 

absolute certainty. He permits no deduction linless 
the debt is found to be entirely worthless. Thd tax¬ 
payer must carry it at face value as long as th^re is 
hope of any recovery, however small, even where a 
debtor has gone into receivership or bankruptcy.! By 
this rule the Bureau of Internal Revenue not onlj^ de¬ 
prives a taxpayer of a deduction properly attribr^table 
to the income of the particular year, but effectually 
compels him to treat as valuable that which is known 
to be worthless. I 

It is submitted that the Commissioner's interpreta¬ 
tion is contrary to sound business principles, apd is 
productive of mischievous results. Section 234(a) (5) 
of the Revenue Act of 1918 does not warrant a! con¬ 
struction that a debt must be worthless in toto before 
it may be deducted. Debts ascertained to be wjorth- 
less'^ should be construed to mean ^indebtedness 
ascertained to be worthless’’ and permit a charge-off of 
part of a claim proven uncollectible. Shermd/n & 
Bryan, Inc,, v. Blair, 2d Circuit (Reported in 11929 
Prentice-Hall Federal Tax Service, par. 1282). Stat¬ 
utes levying taxes are not extended by implication 
beyond the clear import of the language used, and in 
case of doubt are construed most strongly against the 
Government. Hecht v. Malley, 265 U. S. 144, 44 
S. Ct. 462; U. S. v. FieU, 255 U. S. 257, 41 S. Ct] 256; 
Bowers v. New York & Albany Lighterage Co.; 273 
U. S. 346, 47 S. Ct. 389. ! 

Decisions of Courts Interpreting Bad Debt Provision 
in Revenue Act of 1918. 

Counsel for appellee states that in every case where 
the question has been considered by the Courts, it has 
been held that a deduction as bad debts for partially 
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] 
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I 
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worthless debts is not authorized by the Revenue Act 
of 1918.' In support of his assertion he cites two cases: 
United States v. Klausner, 25 Fed. (2d) 608, and Minne¬ 
haha National Bank v. Commissioner, 28 Fed. (2d) 763. 
(See Appellee^s brief, page 15.) Neither case is in 
point. United States v. Klamner differs from the 
instant case in that Klausner neither determined nor 
charged off the debt as worthless in whole or in part 
during the year it was sought to be taken as a deduc¬ 
tion. The decision in that case was rendered by the 
United States Circuit Court of Appeals for the Second 
Circuit. In the recent case of Sherman & Bryan, Inc, 
V. Blair, supra, the same court said: 

^^Oxir own case of United States v. Klausner 25 
Fed. (2d) 608, 611, contains a dictum that a debt 
of doubtful value could not be deducted as a Toss.’ 
In Porter v. United States, 27 F. (2d) 882, 884 
(C. C. A. 9) there is similar dictum. In neither 
case was there any charge off of the debt as 
worthless in whole or in part, nor had it become 
imcoUectible by a receiver’s seizure of the debtor’s 
property.” 

From this it follows that the court would have reached a 
different decision had the uncollectible part of the debt 
been determined from a receivership or bankruptcy 
proceeding as in appellant’s case. 

The facts in Minnehaha National Bank v. Commis¬ 
sioner, supra, are dissimilar to those in the instant case. 
In 1920 the Minnehaha National Bank held seven notes 
aggregating $71,835.90, all representing the liability 
of a particular individual, either as endorser or maker. 
Before the close of the year, it determined that three 
of the notes were worthless. But in closing its books 
it charged off, not the amoimt of the three notes, but 
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35 per cent of the total paper; that is, $25,1^.57. 
This amount was deducted in its 1920 return and was 
disallowed by the Commissioner. In affirming the 
latter’s action, the Court intimated that Section 234(a) 
(5) of the Revenue Act of 1918 did not permit a partial 
charge-off of a debt. Obviously the term ^^partiaV^ 
used by the court referred to writing off an arbitrary 
percentage of the seven notes. The court reco^zed 
the difference between a deduction for a portibn of 
indebtedness determined to be worthless and k flat 
addition to a reserve. In its opinion it stated I ^^un¬ 
doubtedly the bank could have charged off all pf the 
first three notes and deducted the amount thereof from 
its gross income.” I 

It is submitted that not only do the cases cited by 
appellee not support the proposition of law adv^-nced 
by him, but actually strengthen appellant’s position. 

Appellee contends that subsections (4) and ($) are 
mutually exclusive and deductions under one clas^ may 
not be allowed as deductions of the other class, and 
cites as authority therefor Lewellyn v. Electric Reduc¬ 
tion Co,, 275 U. S. 243, 246. In order to show that 
case is not authority for the proposition, the language 
of Mr. Justice Stone bearing thereon is quoted: | 

^‘We assume without deciding, as was assumed 
by both courts below, that subsection (4) and 
subsection (5) are mutually exclusive so that a 
loss deductible under one may not be de(^dcted 
under the other.” | 

I 

So far as we can see, a loss and a bad debt amount 
to the same thing if the latter is charged off in I time. 
In either event the creditor is money out of pbcket. 
The Electric Reduction Co. case certainly is not in point. 
There the taxpayer neither charged off the iterh nor 
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determined it to be a loss in the year for which the 
deduction was sought to be taken. The Court, in its 
opinion, stated that there was nothing in the findings 
from which it could conclude that the taxpayer in 
the year in controversy (1918) had ceased to regard 
his rights as having value or that there was reasonable 
ground to suppose that efforts to enforce them would 
be fruitless. 

Since appellant’s original brief was prepared, the 
Circuit Court of Appeals for the Second Circuit has 
decided in Sherman & Bryan, Inc,, v, Blair, supra, that 
where a debt was found to be partially worthless in 
1920, such part was deductible as a loss in that year. 

The pertinent facts in the two cases are almost iden¬ 
tical. In each instance the debtor went into receivership 
and the creditor determined the amount of his loss, 
from an examination of the assets and liabilities of the 
debtor. As contended in this case the Court took the 
view that the seizure of the debtor’s property by a 
receiver prevents collection and definitely fixes the 
loss to be the difference between the face of the debt 
and whatever dividend the receivership might pay. 

' Deduction Disallowed hy Commissioner. 

The Board failed to find as a fact that Davidson 
Grocery Company reduced its gross income by 
$11,000.00 on account of bad debts, and that the Com¬ 
missioner disallowed the deduction. Mr. R. M. 
Davidson, a witness called on the taxpayer’s behalf, 
testified fully in respect to these facts (Record, p. 24). 
Apparently through oversight the member failed to 
find this part of the testimony which was in deposition 
form. Appellee contends in his brief that the Board 
giving the testimony due weight did not consider it 
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sufficient to establish that fact. (See page 32.)| Now 
the circumstances negative such conclusion. | In its 
opinion the Board states (R-13): 

‘^Whether the petitioner deducted from gross 
income in its return for 1920 any amount for bad 
debts and whether any amount deducted was dis¬ 
allowed by the respondent is not in evidence 
(Italics supplied.) | 

I 

I 

1 

The foregoing excerpt clearly shows that the; Board 
in examining the evidence overlooked the proof on 
these two points. It uses Mr. Davidson’s testimony 
largely as the basis of its finding. Why then sl^ould it 
disregard it only in these two particulars? Further¬ 
more, if the Board had considered the proof offered 
by appellant insufficient, it would have said so, and 
not that the facts were not in evidence. Wherefore it 
is submitted that appellee’s argument on this j^int is 
without mierit. 

I 

Invested Capital for 1920 Should Not he Reduced 

for 1919 Tax. | 

Appellee on page 26 of his brief attempts to Sustain 
the reduction of invested capital for the 1919 ta|x pay¬ 
able in 1920 on the ground that Section 326 of the 
Revenue Act of 1918 declares that invested capital shall 
be the average invested capital for the year. He 
neglects, however, to state that Section 326 is| quali¬ 
fied by Section 325, providing that the term ^4pvested 
capital” does not include profits earned during the 
I taxable year. The cases cited by him, it seems, have 

also overlooked this fact. There is no provision! in the 
statute requiring that income taxes shall constitute a 
charge against earnings of the year for which levied. 


i 

i 


8 


From an accounting viewpoint these taxes are con¬ 
sidered charges (though not deductible) against the 
income of the year in which they are due and payable. 
Their payment reduces current earnings, and has no 
effect on the statutory invested capital any more than 
any other expense. Since the averaging of invested 
capital for a taxable year does not involve adjustment 
for prior years^ income taxes, and since there is nothing 
in the statute specifically requiring a reduction for such 
taxes, it follows that article 845 of Regulations 45, under 
which the reduction was made, is without statutory 
authority and invalid. 

Appellee contends that Section 1207 of the Revenue 
Act of 1926 when properly construed is no more than 
ratification by Congress of Acts performed in its name 
by the Commissioner under authority and in enforce¬ 
ment of previous enactments of Congress. (Page 30, 
Appellee^s Brief.) Prior to the passage of the Reve¬ 
nue Act of 1926, the Board, in the Appeal of the 
Guarantee Construction Companyj 2 B. T. A. 1145, 
held that so far as Article 845 Regulations 45 required 
that a reduction in invested capital be made for pay¬ 
ments of taxes for the preceding year, the article was 
without statutory authority and invalid. With the 
passage of the 1926 Act, containing Section 1207, the 
Board as an administrative body concluded that its 
decision in the Guarantee Construction Company case 
was superseded, and so held in this, and other cases. 
Now if Article 845 was void when promulgated, it must 
be regarded as an unwarranted assumption of legis¬ 
lative authority by the Commissioner. It is elemen¬ 
tary law that Congress is without authority to delegate 
legislative powers. Hence it could not by ratification 
make valid the exercise by the Commissioner of func¬ 
tions exclusively conferred upon it by the Constitu- 
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tion. Furthermore, the language of Section 1207 does 
not attempt mere ratification. There is nothifig ex¬ 
plicit that Congress even intended approval of any 
act of the Commissioner. It says that ^Hhe coi]|iputa- 
tion of invested capital shall be considered as having 
been correctly made * * * if made in accordance with 
the regulations in force * * Disregardiilg the 
obvious fact that an invalid regulation is not in| force, 
it is apparent that the legislation is an attenapt to 
deprive the courts of the power to put their o^ in¬ 
terpretation upon the original statute. 

Conclusion, 

I 

Wherefore it is submitted that this court should find 

1 

and hold that the Board of Tax Appeals erred ip sus¬ 
taining appellee in his contention that the net ipcome 
determined by him should not be reduced in the ainount 
of $11,000.00, for portions of debts ascertained I to be 
worthless in said year, and that the reduction |of in¬ 
vested capital in the amount of $15,249.21 for prior 
years^ taxes is without statutory authority and invalid. 

Respectfully submitted, I 

Geo. E. H. Goodner, 
Attorney for AppeltarU, 
Address: Munsey Building, 
Washington, D. C. 
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I 

Paul D. Banning, j 

Of Counsel, \ 
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